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My name is William T. Barnes.

I am chairman of the

Division of Federal Taxation of the American Institute of
Certified Public Accountants.

I am accompanied by Robert G.

Skinner, a member of our Executive Group.

The American Institute of Certified Public Accountants

is the sole national organization of professional CPAs.

It

was established in 1887 and currently has more than 67,000

members.

The Division of Federal Taxation is composed of 87

members carefully chosen to provide representation from all parts
of the country and from all sizes of CPA firms.

The Tax Div

ision has been authorized by the Institute’s governing Council

to speak for the Institute on matters related to federal taxation.
We appreciate the opportunity to express our views
on the vital issue of tax reform. These comments present our
observations on selected items included in the subject matter

of these hearings.

We are also presenting at this time more

detailed analyses of certain of the Treasury Department's
1968 proposals together with selected recommendations for

-2amendments to the Internal Revenue Code which we feel are re

sponsive to your Committee's requests for ideas.

In July of 1967 we submitted to the members of this
Committee a booklet containing 83 proposed amendments to the Code.

We intend to submit a similar booklet this summer.
In order to limit my oral presentation I shall not
discuss all of our comments and recommendations in detail.

I

shall summarize most of them during the course of my remarks
and will appreciate it if our entire presentation is included

in the record of these hearings.
Our failure to comment on certain of the Treasury’s

proposals does not mean that we approve them.

Generally, absence

of comment means that we have not been able to establish a

consensus.

I shall discuss the various subjects in the order in
which they appear in the announcement of the hearings.

Tax Exempt Foundations
Our testimony concerning tax-exempt organizations

relates to four of the subjects included in the notice of hear

ings.

These are:

1.

The Treasury Department Report on
Private Foundations.

2.

Clay B. Brown case and related
legislation.

3.

Extension of the tax on unrelated
business income to other organizations.

4.

Advertising income derived by periodicals
of exempt organizations.

-3-

1.

Treasury Department Report on Private Foundations-

The Treasury report on the activities of private foundations is

quite comprehensive.

We believe that some of the cures recommended

for the alleged abuses go beyond what is required to eliminate
such abuses and may have an adverse effect on the flow of funds
to charitable uses.

On the other hand, we believe that certain

changes are desirable and the following should be considered:
a.

Prohibit loans by a private founda
tion to any donor, any member of

his family, or any of the other
related parties described in Section

170(g)(4).

There appears to be

no necessity for these loans, and
any benefit to the foundation from
excessive interest rates could be
achieved by additional contributions.

b.

Prohibit purchases from., or leases to.,
any donor, member of his family, or

related parties under Section 170(g)(4),
if the property purchased or leased
constitutes a substantial part of

the private foundation’s assets.

If

a quantitive rule is desired, the

term "substantial” could be defined
as more than 25 percent of the founda

tions assets.

-4-

c.

Place a specific time limit on the
distribution of the income realized

(excluding capital gains and certain
other adjustments) by a private

foundation in any one year.

For

example, this could be a requirement
to distribute (or earmark for specific
purposes) all of the income of one

year by the end of the following
year.

Provision should be made

for deficiency distributions to

protect against an inadvertent failure

to distribute the income within the
required time, particularly where

income is increased by the Internal
Revenue Service.

d.

Prohibit a private foundation from
owning a beneficial interest of
more than 50 percent in any unrelated

business enterprise.

In this connec

tion, we believe that the limitation
on ownership of 20 percent suggested
by the Treasury is too strict.

-5e.

Prohibit private foundations from
engaging in trading and speculation.

An obvious difficulty here, however,
is framing a suitable definition of
the term "speculation” since some

would view any transaction in which
a loss is possible as speculative
while others might regard certain

high risk investment as nonspeculative.
2.

Clay B. Brown Case and Related Legislation -

H.R. 12663, introduced during the last Congress to deal with the
Clay B.Brown

problem, seems unnecessarily harsh in attempting

to tax all debt-financed income. As an alternative, the present

exemption from the unrelated business income tax for rents from
personal property leased with realty could be eliminated.

This

would prevent the Clay B. Brown-type transaction by taxing the
rent from any lease for whatever term where personal property

constitutes more than an incidental or insubstantial portion
of the property subject to the lease.

If complete taxation is introduced., a specific deduction
of at least $5,000 should be provided.

It should also be made

clear that the tax does not apply to property received by an
exempt organization while subject to indebtedness if the

property

is disposed of by the organization within a reasonable

time, taking into account the nature of the property.

-63. Extension of Unrelated Business Income Tax -

The

tax on unrelated business income should be extended to apply to

additional exempt organizations,
including churches, social
welfare organizations,
social clubs, and fraternal beneficiary

To the extent these organizations operate business

societies.

enterprises that are unrelated to their exempt purposes, they

are permitted to compete unfairly with taxpaying enterprises.

However, we recommend that the specific deduction allowed in

the determination of unrelated business income be raised from

$1,000 to $5,000.

This will eliminate much of the burden of

compliance and audit by the Internal Revenue Service.

In the case of social clubs,
it is proposed that only
the income from nonmember activities should be taxed.

The

Treasury recognizes that allocation of income and expenses
between members and nonmembers will present difficult accounting

problems.

Our detailed recommendations include several sugges

tions in this regard.
In the case of fraternal beneficiary societies, an

exemption for income from insurance activities has been proposed.
This seems desirable in view of the Treasury conclusion that

these and similar activities of other organizations should be

studied further.
4.

Advertising Income Derived by Periodicals of

Exempt Organizations - We believe that the regulations issued
in 1967, in which the advertising activities of a periodical
published by an exempt organization are singled out for treatment

-7as an unrelated business, are unrealistic in concept and go

beyond the requirements of the statute and Congressional intent

in enacting the statute.

Further, we believe that it is possible

for both the advertising and editorial content of certain of these

periodicals to be functionally related to the exempt purposes

of the organization.

To support this, we have attached to

our detailed presentation an analysis of the advertising content
of

an issue

of The Journal of Accountancy, the professional

magazine of the American Institute of Certified Public Accountants,
which illustrates clearly that this relationship exists.
Accordingly, we believe that Section 512 or 513

should be amended to incorporate the following concepts:
a.

A trade or business should be defined

along vertically integrated lines so
that advertising activity, alone,

cannot constitute a trade or business.

b.

If the activities of such defined
trade or businesses are functionally

related to the purposes for which an
organization has been granted exemption,
this trade or business should not be

characterized as unrelated to the
exempt purposes of the organization.

-8-

This approach would prevent the unfair competition
that was the original target of Congress in enacting the tax on
unrelated business income.

Farm Losses
We agree that this is an area of abuse and we favor
the Treasury’s approach to a solution.

We suggest, however,

that the Treasury's proposal should be modified (1) to permit

loss carrybacks and carryovers to be deducted in an amount up
to the loss limitation rather than restricting such deductions

to the amount of net farming income and (2) to apply the
aggregate limitation only to those entities in which the farmer
is associated which do not make the election to forego the

special farm accounting rules.

Moving Expenses
The Treasury proposes to include in the definition of
deductible moving expenses the cost of pre-move househunting

trips,
temporary living expenses, meals and lodging up to 30
days., and certain real estate expenses such as commissions to a
real estate agent.

It would place an overall limit of $1,500

on the deductibility of such expenses.
The proposed $1,500 limitation is grossly inadequate.
In many cases the commission on the sale of the employee’s house
will consume most if not all of the limitation.

We recommend

that there be no limitation on the amount of reimbursement of

indirect expenses reasonably incurred when an employee moves.

-9-

We also recommend that the employer not be required

to withhold tax on any amounts reimbursed to an employee as
moving expenses. The payments of such amounts can be reported

either on Form W-2 or Form 1099.
Because of the uncertainty which has existed with respect

to this item, we recommend that the legislation be effective for
taxable years beginning on or after January 1, 1964.

Regular Standard Deduction
We support the Treasury’s proposal that the standard

deduction be increased to 14 percent of adjusted gross income
with an $1,800 limitation.

We believe that this change, which

will restore the usage of the standard deduction to approximately

the level which existed in 1944, will facilitate the administra
tion of our complex tax system.

Minimum Standard Deduction
The Treasury’s proposal would increase the minimum

standard deduction to provide greater relief for low income tax
payers.

Without expressing an opinion as to the adequacy or

inadequacy of the amounts involved,
we support in principle the

Treasury's recommendation because it will simplify the applica

tion of our tax laws to many low income returns.
Minimum and Maximum Tax on Individuals

The Treasury’s proposed tax reform program proposes
to establish minimum and maximum income tax levels for indiv

iduals, calculated on a recomputed and expanded tax base which

-10would include fully and partially tax-exempt income.

We agree that the ability of individuals to realize
large amounts of disposable income with little, if any, payment

of tax undermines public confidence in our self-assessment system.

However, we also believe that the solution lies in dealing directly
with the exclusions and deductions which make this situation

possible. The Treasury’s minimum income tax proposal would
attack indirectly specific items which should be dealt with
through direct legislation.

For this reason, and because it would

further complicate our present overcomplicated tax system, we
oppose the Treasury’s proposal.

Income Averaging

We have two general recommendations regarding the income

averaging provisions.

First, we recommend that the 133 1/3 per

cent plus $3,000 limitation be eliminated and that a taxpayer be

allowed to qualify for the application of these provisions if
his adjusted taxable income exceeds his average base period net

income by the amount of the dollar span of his marginal rate
bracket.
The principal reason for the limitations of present law

was to limit the application of the provisions, at least initially,
to a manageable number of cases.

The computer processing of

returns by the Internal Revenue Service now enables it to verify
readily the application of these provisions to individual situ

ations and we believe that the relief presently afforded through

income averaging should be broadened.
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Second, we recommend that long-term capital gains

be eliminated from all phases of the averaging computations.
Present law requires that averagable

income be reduced by the

amount by which average base period long-term capital gains
exceed computation year long-term capital gains. We do not believe

that a taxpayer should be penalized for having realized capital

gains during the base period.
Foreign Tax Credit

1. The Deemed Foreign Tax Credit - We believe that the
"deemed credit” provided by Section 902 has worked fairly well
in preventing double taxation of income and that the basic

concept should be retained.

However, we believe that today’s

business considerations make desirable

as a matter of practical

equity(a) the extension of the credit with respect to corpor
ations lower than the second tier and (b) the lowering of the

50 percent ownership requirement to 25 percent with respect to

a lower tier corporation.

2.

The Overall Limitation - The use of the overall limit-

ation, in lieu of the per-country limitation, should be retained.

However, we recommend that taxpayers be given the right to an annual
election to use the overall or the per-country limitation on the foreign tax
credit.

They should also have the right to change the original

election at any time within the statutory period of limitations
applicable to the taxable year of such election.

-12-

3. Additional Recommendations -

The definition of

the amount of the carryback and carryover of foreign tax credit

should be changed so that the amount involved is the difference

between the foreign tax paid or accrued and the foreign tax used

as a credit.

Under present law, there can be an erosion of the

foreign taxes available for credit in cases where the per-country

limitation is associated with a loss from U.S. operations.

The two-year carryback of the foreign tax credit should
be changed to three years and provision for tentative carryback

adjustments (so-called

"quick"

claims) for foreign tax credits

in the manner presently afforded for carrybacks of net operating
losses and the investment credit should be authorized.

Tax Treatment of Business Income

1. Subchapter S Corporations - The Subchapter S elec
tion has proved to be substantially less useful than was
originally intended because of excessively complex and restrictive

rules within the statute itself and because of narrow and rigid
interpretation by the Treasury.

Therefore, we agree that there

is a need for substantial revision of the Subchapter S provisions
in order to make them of more general benefit to those for whom

the election was intended.

In general, we believe that the proposal resulting

from the joint study undertaken by the Treasury Department and
the Committee on Partnerships of the American Bar Association

Section of Taxation presents a very useful approach to the problem.

-13We are in agreement with its basic aim of taxing Subchapter S

corporations as much like partnerships as is possible and with
the intended result of removing undesirable restrictions and complic

ations .
We believe that the proposals should receive the prompt

attention of the Congress.

In our detailed comments, we present

some suggested modifications to the proposals. These generally

are intended to bring the proposals even closer to the partner

ship rules.

In addition, we believe that greater leeway than

is proposed should be permitted in the use of fiscal years and

that the proposals for treating retirement plan contributions

are too rigid.
2. Taxation of Unearned Income and Allowance of Deduc

tions for Estimated Expenses -

The accounting principles originally

recognized in Sections 452 and 462 of the Internal Revenue Code
of 1954 should be reenacted.

When these provisions were repealed

in 1955 because it appeared that the revenue loss would be greater
than anticipated, both this Committee and the Senate Finance

Committee stressed the desirability of conforming tax accounting
to business accounting and directed that studies be conducted.

In 1958 Congress dealt with the prepaid subscription income of

publishers (Section455) and in 1961 it provided for the prepaid
dues income of certain membership organizations (Section 456).

No further action has been taken, presumably because of the possible

effect upon the revenues.

-14We believe that two developments justify consideration

of these matters by your Committee at this time. First, there
has been a significant and widespread increase in the efforts of

Internal Revenue Agents to tax advance payments and deposits for

both goods and services, without regard to the matching of related
costs and without regard to whether such advances are refundable.

These actions by Revenue Agents have been stimulated by a series
of recent court cases in which the Commissioner has been sustained
in taxing gross receipts from advance payments for the sale of

goods rather than the gain from such sales.
Second, for the past five years the Internal Revenue
Service has employed a transitional technique with respect to
changes of accounting methods which has been satisfactory to

Government and taxpayers alike.

It consists of spreading the

transitional adjustment ratably over a ten-year period.
Accordingly, we urge that the Code be amended to permit

taxpayers on the accrual basis to defer the accrual of receipts

which carry a definite liability to furnish goods or services
in the future.
We also recommend that the Code be amended to permit

taxpayers on the accrual basis to accrue for tax purposes
reasonable additions to reserves for liabilities to customers,

to employees, and for multiple injury or damage claims.
We have limited the items in our recommendation regard

ing estimated expenses to make the provision workable and to gain
additional experience with the problems that might be encountered.
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Provision for estimated liabilities to customers would include

such items as liabilities for cash and trade discounts, product
warranties, advertising allowances, and allowances for defective

merchandise.

Liabilities to employees would include such items

as liabilities for vacation payments and workmen’s compensation

claims.
In order to minimize the effect upon the revenues,

taxpayers electing to utilize these provisions would be required
to effect the transitional adjustment ratably over a ten-year

period.

3. Amortization of Intangible Assets -

The cost of

purchased goodwill, trademarks, trade names, secret processes,
formulae, licenses, and other similar intangible assets should be
amortizable over a stated period fixed by statute to the extent
that such items are not otherwise deductible under other sections

of the Internal Revenue Code.

Under present law a taxpayer can amortize such costs
only if a definitely determinable useful life can be established

or, failing that, upon proof of the abandonment of the asset.
Many court decisions and Internal Revenue Service rulings have

held that no amortization is allowable where these tests are not
met even though the value of the asset obviously has been impaired.
We recommend an amendment of the Code to provide that
if a definite life cannot be determined for a purchased intangible
asset, its cost can be amortized over a period of 120 months, or,

at the election of the taxpayer, over a longer period.

-16-

Section 1245 should provide, if it does not now do so,
for recapture of amortization when the intangible assets are sold
or otherwise disposed of in a transaction covered by Section 1245.

4. Deduction for Preliminary Investigation of Business
or Investment Opportunities -

Losses sustained by an individual

with respect to expenditures incurred in search of a prospective
business should be deductible even if the taxpayer abandons the

prospective project before entering into a material amount of

activity in connection with it.

Such preliminary expenses should

be equivalent to those which are admittedly deductible where
the taxpayer has engaged in material activity.

5. Deduction for Expenses in Securing Employment -

Individual taxpayers should be allowed to deduct expenses under
Section 162 which are directly related to securing specific
employment, regardless of whether employment is actually obtained.

6. Deductions for Expenditures of Organization and
Reorganization - Organizational expenses should be allowed as an
amortizable deduction free of any election and the scope of the

deduction should be expanded to cover reorganization expenses

(including stock dividends and stock splits) and registration
and stock listing costs.
7. Application of "Overnight Rule" for Business Expenses

The United States Supreme Court has denied a deduction for business

expenses where a taxpayer is not away from home overnight, except
where rest or sleep is

required.

Legislation should be enacted

to make it clear that the taxpayer is not required to be away from

home overnight to obtain this deduction.

-17Possible Revisions of Tax Provisions
Relating to Corporate Mergers

1. Net Operating Loss Carryovers - Our recommendations
regarding net operating loss carryovers stress the concepts of

"continuity of interest" and of the corporation as a separate
taxable entity.

In general, the recommendations would deny access

to net operating loss carryovers in corporate acquisitions only
where changes of both ownership and business result in the
creation of a new business person.

With certain technical modif

ications, but within the present structure of Sections 269 and 382,

this objective can be attained.

2. Relaxation of Requirements for Advance Rulings
Regarding Transactions Involving Foreign Corporations -

The

Secretary of the Treasury or his delegate should be given statutory
authority to make a determination, after an exchange, that such

exchange was not in pursuance of a plan having as one of its

principal purposes the avoidance of Federal income taxes.

Notwithstanding the similarity of purpose and structure
of Section 367 and Sections 1491 and 1492, Section 1494(b)

provides that the tax otherwise imposed by Section 1491 may be
abated, remitted or refunded if after the transfer it has been

established to the satisfaction of the Secretary or his delegate
that the prescribed tax avoidance did not exist.

The legislative

history discloses no reason for withholding similar relief from
the impact of Section 367 which, because it requires a ruling in

advance of the exchange, has been and continues to be a trap
for the unwary.

-18Moreover, recent experience has indicated that rulings

under Section 367 have been delayed for six months and longer -even where the Internal Revenue Service has agreed to expedite

the case -- resulting in expensive hardships for taxpayers.
Estate and Gift Taxes

1. Marital Deduction -

We favor the proposed unlimited

marital deduction over the existing 50 percent marital deduc
tion because it will bring greater equity into the tax law,

because of its flexibility and because it will eliminate much
of the present complexity and controversy relating to the transfer

of a "terminable interest" by permitting a transfer of current
beneficial enjoyment to qualify.
The 50 percent marital deduction was intended to
place decedents who resided in common-law states on a par with

decedents who resided in community property states.

In actuality

this parity of treatment was never achieved because of the inter
play of progressive tax rates on the deaths of both spouses.

2. Additional Tax on Generation-Skipping Transfers We are opposed to the proposed penalty
generation-skipping transfers.

"substitute" tax on

This proposal is not only un

desirable from a conceptual standpoint but its suggested
implementation is so complicated and complex as to make it completely
unacceptable.
Contrary to the Treasury's contention, a trust distrib

uting its income to the intervening generation is not the same

-19as an outright gift of trust corpus to that generation and

should not be taxed as if it were.
We believe that whatever advantage the wealthy may
have obtained from making generation-skipping transfers in

the past will be virtually eliminated by the proposed unifica
tion of the estate and gift taxes.

This unified transfer tax

will automatically place the heaviest tax burden on the largest

estates, regardless of when transfers are made.
3. Unification of Estate and Gift Taxes -

We concur

in the Treasury's recommendation that the dual tax system for

transfers, gift and estate., be replaced by a unified transfer
tax system.

This concurrence is based on the premises that

current rates are reduced substantially., the exemption for taxfree transfers is increased, and the steeply progressive rates

for the small and medium-sized estate is substantially lowered.

Although we approve the general proposal for a unified
estate and gift tax we do not believe the proposed $60,000

exemption to be adequate.

Under existing law there has been

for the past twenty-five years a $30,000 exemption for the gift

tax and a $60,000 exemption for the estate tax.

We believe

that the unified transfer tax exemption should be in the amount
of $100,000 because of the impact of inflation during the last
quarter century.

Such an exemption would also relieve a multitude

of small estates from most of the burden of the complex provisions
of the unified transfer tax.

-204. Proposed Lowering of the Rates of Estate and

Gift Taxes -

We believe that it is both desirable and necessary

to reduce the estate and gift tax rates.

We do not believe,

however, that the Treasury's proposal of a 20 percent reduc
tion in existing estate tax rates is sufficient in the lower
tax brackets applicable to small and medium-sized estates.

Gift tax and estate tax rates and exemptions have
remained unchanged during the last quarter century. During that
time the consumer price index has increased substantially.

The

increase in the price index level has resulted in estates of a

small size being taxable at transfer tax rates never intended
when the rate structure became effective.

In addition to the substantial impact inflation has had

on the effective rate of gift and estate taxation over the last
twenty-five years, consideration must be given to the quickly

accelerating rates currently applicable to the small and medium
size estates.

The

20 percent reduction proposed by the

Treasury is not sufficient to correct the steep progression now
existing for taxable estates aggregating from $5,000 to $250,000.

We believe that all of these tax rate adjustments

should become effective immediately and not spread out over a
ten-year period.

This is especially important if a unified

transfer tax system is implemented.
5. The Taxation of Appreciation of Assets Transferred

at Death or by Gift -

We are opposed to the Treasury's proposal

to subject to capital gain tax the unrealized appreciation in

- 21 -

assets transferred at death or by gift and to subject to tax
as ordinary income items of earned but unreported income at

death.
This proposal stretches the concept of "income" far

beyond its commonly accepted meaning.

Also, there is an

inherent unfairness in taxing sums which have appreciated or
were earned over a period of time in one taxable year.
If there is to be a change in existing law, we

recommend that the income tax basis of the property to the

decedent be "carried-over” to the transferee, just as is now
the general rule with respect to property transferred by
gift during life.
erty

Income would only be taxed when the prop

is sold or exchanged by the transferee.

In view of the

reliance placed by taxpayers on existing law, it would seem
to be appropriate to allow a substituted basis equal to fair

market value at date of enactment with respect to property

held by a decedent on such date.
The proposed taxation of items of earned income in
the year of death poses an even more significant injustice

than the tax on unrealized appreciation of property on death.
If unpaid bonuses, deferred compensation and other items
comprising "income in respect of a decedent" are taxed in a
decedent’s

final return, a severe problem of bunching occurs.

We believe that a much better solution to this problem is to
revise the present method of taxing "income in respect of
a decedent."

We believe that an estate tax deduction should

be allowed to reflect the income tax liability the decedent

- 22 -

would have incurred had the income been realized in his

final return (subject to a five-year average tax rate.)

Further, we would impose an income tax liability on the

recipient of the "income in respect of a decedent" when it
is received.

We have presented our recommendations with the
hope that they will prove helpful.

If it should appear

that our Tax Division could assist you or your staff in your

analysis of the various proposals, we would be pleased to do
so in any way that you wish.

I appreciate this opportunity

to present our comments to you.

DETAILED EXPLANATION OF TESTIMONY

- 23 -

TAX EXEMPT FOUNDATIONS

The Division of Federal Taxation of the American

Institute of Certified Public Accountants has studied the
Treasury Department Report on Private Foundations issued in
February 1965.
The Treasury is to be complimented for preparing

a comprehensive report on the activities of private founda

tions.

However, in our opinion, the legislation recommended

as a cure for the alleged abuses goes beyond what is required

to eliminate such abuses.
We believe that corrective changes may be desirable
but not to the extent recommended by the Treasury.

In this

context, we present our analysis of the Treasury’s recommend
ations.
The Treasury Report, in keeping with the Congres

sional requests, is limited to private foundations but

specifically withholds judgment upon whether similar problems

exist and whether similar solutions are needed in the case

of other classes of exempt organizations.

For purposes of

the Report, the term "private foundations" designates

essentially all privately supported organizations of the
type granted exemption by Section 501(c)(3) except those

eligible for the 30 percent limitation on charitable contri
tion deductions.

The Report finds that private foundations play a
vital role in our society.

It asserts that there is no

- 24 -

factual basis for the charge that foundations are becoming

a dangerously large segment of our national economy.

It

finds that the foundations themselves are meeting the charge
that they represent dangerous concentrations of economic
and social power and that only a minority of the foundations

give rise to problems.

Nevertheless, the Report asserts that there exist
six categories of major problems as follows:
1.

Self-dealing;

2.

Delay in benefits to charity;

3.

Foundation involvement in business;

4-

.

Family use of foundations to control

corporate and other property;

5.

Financial transactions unrelated to

charitable functions; and
6.

1.

Broadening of foundation management.

Self-Dealing
Existing law prohibits self-dealing except at arm's

length.

As the Report points out, this position was adopted

in conference on the Revenue Act of 1950 after the House of

Representatives had passed a bill barring certain types of
self-dealing per se and limiting others.

The Report recom

mends a position even more rigid than the House view in 1950.

Virtually all self-dealing would be banned; but, more than
that, the definition of parties related to the donor would be

expanded to include corporations in which the donor and
members of his family own 20 percent or more of the stock,

- 25 -

as well as directors, officers, and persons who hold 20

percent or more of the stock of a corporation which is a

substantial contributor to the foundation.
While the Report cites certain subtle consequences

of the existing situation, such as discrimination between

taxpayers and the adverse affect upon taxpayer morale, it
is quite candid in disclosing its desire to avoid the
administrative burden of the arm's length test.

The Report argues that its suggested rules simply

introduce into the tax law the concept which is fundamental
to the law of private trusts; are consistent with tax pro
visions applicable to pension trusts established by self-

employed

taxpayers and private foundations eligible to

receive "unlimited contributions"; and would deprive society as
a whole of little, if anything.

The first point to be made is that the House bill
of 1950 would have imposed an absolute ban only on loans to

substantial donors or to any of its officers or trustees, or

any member of their families or to a corporation controlled
by them.

The House bill did not affect sales to or by the

foundation which did not involve a substantial part of the
foundation's assets.

It imposed only an arm’s length test

on services rendered to or by the foundation.

Nevertheless,

the Senate found these provisions to be "unduly harsh in

their application" and expressed the opinion that "no objec

tion is seen to engaging in transactions with donors if these
transactions are carried out at arm's length."

The conferees
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preferred the Senate view.
The second point to be made is that the Treasury

proposals are consistent with the trend of tax legislation

since 1950 only in that they are more stringent than ever
before.

It is true that the nature of the proposed prohib

ited transactions parallel those of Section 503(j), dealing

with pension trusts established by self-employed taxpayers.
However, Section 170(g)(4), dealing with private foundations

eligible to receive "unlimited contributions," permits some
(admittedly minimal) sales to or by the foundation.

Further,

both sections employ a 50 percent or more test for control-not a 20 percent test.

Moreover, both pension plans for the

self-employed and the unlimited charitable deduction tend to

approach the "outer limits" of statutory deductions where one
might expect more rigid rules than would be appropriate in
circumstances of more general application.

Insofar as the law applicable to private trusts
is concerned, we understand that so-called "self-dealing" can
occur with the permission of the beneficiaries or of the

courts.

The Treasury proposal, therefore, would be much more

inflexible than the law affecting private trusts.

It may well be that society as a whole would not

suffer from a general ban on self-dealing.

We feel that

this is speculative and that speculation should not be the
basis for such a radical departure from tax rules of long
standing.
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Congress would be justified in imposing a ban on
all loans by a foundation to a donor, any member of his family,

or to any of the other related parties or entities described

in Section 170(g)(4).

There appears to be no necessity for

such loans nor any benefit to be derived by charity from them.

With respect to purchases from and leases to donorrelated persons, it might be appropriate to limit their scope
along the lines of the House bill of 1950.

If the Internal

Revenue Service now finds the term "substantial” too vague to
administer, the ban might extend to transactions involving

more than 25 percent of the assets of the foundation.

In all other respects the arm's length test imposed

by Section 503(c) is adequate and fair.

We are confident

that the Service has the will and the capability to enforce it.
2.

Delay in Benefit to Charity
Existing law deprives a foundation of its exemption

for any year in which its accumulated income is (1) unreason
able in amount or duration,

(2) used to a substantial degree

for non-exempt purposes, or (3) invested in such a manner as
to jeopardize the carrying out of the organization's exempt
functions.

These rules also evolved in 1950,
at which time

the House preferred to tax all income in excess of one year's

investment income which was not distributed currently or

placed in a special purpose five-year trust fund.
Despite the fact that such subjective terms as
"reasonable” and "substantial” are used frequently in the
Internal Revenue Code and in the Regulations and have been
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dealt with by Revenue Agents for years, the Report finds them,

in the private foundation area, to be "inadequate as well as
difficult and expensive to administer."
But the Report does not merely propose that a non

operating foundation be required to distribute the full
amount of its current income by the end of the year following
the year in which it is earned (with the exception of funds

for a specific purpose).

earmarked

There is advanced the

even more rigid concept of a required minimum annual distri

bution to charity irrespective of the foundation's actual
income.

This minimum level of charitable expenditures, des

cribed as the "income equivalent," would be prescribed

annually by the Secretary of the Treasury by reference to the
yield on investment funds held by such organizations as
universities.

Based upon then-existing market conditions,

the Report estimated that a reasonable "income equivalent"

would be in the range of 3 to 3½ percent.

This rate would

be applied to the fair market value of the foundation's
investment assets.

If the actual yield were less, the organ

ization would have to distribute corpus to make up the
difference.

It seems incongruous that the Treasury, after pro
testing the difficulty and expense of administering existing
law, would make such a proposal.

Table 12 appearing at

page 87 of the Report shows that 57 percent of foundations
had ordinary income which was less than 3 percent of market
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net worth, arrayed as follows:
Donor-Related Control

20 percent or less
More than 20 percent
More than 50 percent

45%
59%
59%

Thus, the Treasury has proposed an administrative

task of great magnitude for both the Service and for founda
tion officials; e.g., the income equivalent would not be
applied against assets with respect to which the donor's

deduction would be postponed by reason of other recommenda

tions in the Report,

We question whether significant evidence

has been adduced justifying the adoption of this radical con
cept.

There is no reason for objecting to a requirement
for reasonably prompt distribution of current income coupled

with the exceptions proposed in the Report.

We recommend the

adoption of an additional exception extending the required
distribution period for income set aside for a specific non-

charitable purpose such as a lawsuit or a tax proceeding, or
for establishing certain necessary reserves as provided under
generally accepted accounting principles.

It would also seem desirable to provide for defi

ciency distributions to protect against the consequences of
inadvertent failure to distribute the net income within a
certain time, particularly in cases where such income is
increased as the result of a redetermination by the Internal
Revenue Service.
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The term "realized income" which is the base for

determining required distributions should be precisely
defined.

It should be taxable income as determined under

Chapter 1 of the Internal Revenue Code, excluding long-term
capital gains, excluding the excess of percentage depletion
over cost depletion, and eliminating the special deductions
for corporations granted under Sections 241 to 247.

Contri

butions to the foundation should be specifically excluded.
Finally, for purposes of allowable deductions for
depreciation, depletion and amortization, it would seem appro

priate that the basis of contributed property should be its

fair market value at the date contributed to the foundation.

3.

Foundation Involvement in Business
The Treasury Department Report alleges that the

following serious difficulties arise from foundation commit
ment to business endeavors:

a.

Regular business enterprise may suffer
serious competitive disadvantage.

b.

Opportunities for self-dealing proliferate.

c.

Foundation management may be drawn from
concern with charitable activities to time
consuming concentration on the affairs and
problems of the commercial enterprises.

Concluding that foundations have no real need to "engage in
business" and that "business participation" is altogether

inappropriate for private foundations, the Report proposes a
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prohibition on a private foundation owning, either directly

or through stock holding, 20 percent or more of a business un

related to the charitable activities of the foundation.
The Congress dealt with these problems in 1950
when it removed the immunity formerly enjoyed by ’’feeder"

organizations and imposed a tax on the unrelated business
income of foundations.

The Report complains that existing

law still permits taxable corporations unaffiliated with
foundations to be placed at a competitive disadvantage as the

result of the following:

a.

Foundations are able to lease business
assets owned free of debt to operating
subsidiaries, siphon off most or all

of the business profits by means of

rent which is deductible by the subsidiary
but not taxable to the parent foundation,
and thereby accumulate large reservoirs

of untaxed capital which can be used to

support the future operations of the
business.
b.

Because contributions to foundations may

be deducted by the contributors for Federal

income tax purposes, the capitalization of
foundation businesses is accomplished with

tax-free dollars rather than after-tax

dollars.
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c.

The tax immunity of dividends, interest,
and other proceeds stemming from passive

sources enables foundations to supply
capital to their business endeavors with
exempt income.

d.

A remarkable number of foundation-owned
enterprises proceed from year to year

realizing substantial profits, but making
negligible or no distributions to their
parent organizations, thereby improving
their competitive posture through modern

ization and expansion.

e.

A number of foundations have revealed a
willingness to commit charitable funds to

business operations which are failing or,
at least producing consistent losses.

Assuming, arguendo, that each of these situations exists in
undesirable proportions, we submit that they can be dealt with

adequately without "burning the house to cook the pig."
There is no abuse per se when a foundation leases
business assets to an operating subsidiary.

If the rent paid

is excessive, the Internal Revenue Service has ample authority
under Section 482 to correct the situation.

If abuses arise from the exemption from the unrelated
business income tax applicable to rents from leases whose

term is not longer than five years and from personal property

leased with realty, then these exemptions should be eliminated.
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If it is considered undesirable to have business

capitalized with tax-free dollars, then foundations should be
prohibited from owning a beneficial interest of more than

50% in any unrelated business enterprise.

If it is considered undesirable for foundationowned enterprises to accumulate earnings without limitation,

then Section 532 should be amended to subject such corporate
enterprises to the accumulated earnings tax without regard

to the intent to avoid income tax.
We are not suggesting that all of the abovedescribed changes in our tax laws are necessary or desirable.
The point simply is that specific problems should be met by

equally specific solutions and not by the flat prohibition

on ownership by the private foundation of 20 percent or more
of an unrelated business.

In any event, we submit that the restriction to 20
percent ownership is too severe and that its retroactivity
can create severe hardships and potential loss of benefit

to charity as the result of forced dispositions.

We are aware of Congressman Patman's view that
foundations should be limited to ownership of no more than

3 percent of the stock of a corporation and should not be
allowed to vote such stock.

While the Treasury’s proposal

is reasonable by comparison, we are not persuaded that the
Congress will enact such arbitrary legislation without the

presentation of more convincing evidence of widespread and
otherwise unpreventable abuse.
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4.

Family Use of Foundations to Control Corporate and
Other Property
This question also was considered at length when

the Revenue Act of 1950 was passed.

At that time the House

bill would have denied a charitable deduction for income,

estate and gift tax purposes if both of the following condi
tions were present:

a.

The contributor, or members of his

family, had voting control of the
organization to which the gift was
made, and
b.

The contribution consisted of stock

in a corporation in which the donor,
together with members of his family
and controlled tax-exempt organizations,

controlled 50 percent or more of the

voting stock or 50 percent or more of
the total stock.
The Senate rejected this provision for the expressed

reason that greater funds would be lost to charity than were
involved in tax avoidance.

The Report alleges that the following problems
arise from family use of foundations to control corporate
and other property:

a.

Because of the donor’s retention of

control over the dividend distribution
policy of the corporation, the benefits
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which charity ought to receive from
the contribution of stock are frequently
deferred indefinitely or absent altogether.

b.

By arranging redemption of token amounts

of the stock or by causing an atypical, but

strategically timed, dividend distribution
the donor may be able to sustain his claim

that the stock has substantial value and
entitles him to a large deduction on its
contribution to the foundation.

c.

When the corporation encounters financial

difficulties, the donor's duty to the
foundation may run counter to his obliga

tion to the other shareholders or to his

own self-interest.

d.

In closely-held corporations the salary
levels of family members will be fixed as

high as is consistent with the tax law's
concept of reasonableness, whereas the

interest of the foundation lies in keeping

salaries as low as is consonant with the
employment of competent personnel.

e.

The donor may be tempted to have the
foundation retain its funds to meet the
possible future needs of the business

instead of expending them for charitable

purposes.
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The Report admits that the so-called abuses generated by

family dominion over foundation property are similar to those
for which separate solutions were proposed in other portions
of the Report.

Nevertheless, the Treasury proposes to deny

an income tax deduction for a gift, in cases where the donor
and related parties own 20 percent or more of the voting power

of a corporation or a 20 percent or more interest in an unin

corporated business or other property, until (a) the founda
tion disposes of the contributed asset, (b) the foundation

devotes the property to active charitable operation, or (c)
donor control over the business or property terminates.

An

interest owned by the foundation would be attributed to the
donor but the presumption that a 20 percent interest constitutes

control could be rebutted.

However, the Report suggests that the Congress
might consider an alternative solution to the alleged prob
lems,

i.e., a postponement of the donor’s deduction only

where he and related parties exercise substantial influence

over the foundation to which the contributions are made.
This alternative proposal is then hedged by asserting that
retention of donor control over a corporation whose stock
is being contributed makes the real value of what has passed

to the foundation subject to the continuing volition of the
donor even where such donor exercises no substantial influence
over the foundation.

There may be a conflict of interest in some situa
tions where stock of a closely-held corporation is donated
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to a private foundation.

But this situation generally does

not exist in a 20 percent ownership situation.

Even if a

20 percent interest constitutes effective control, there is
not necessarily any more conflict of interest between the

donor and the foundation than between the donor and the

other shareholders.
We believe, as did the Senate in 1950, that the
loss to charity which will result from this approach will

exceed any tax avoidance which may be eliminated.

Elimina

tion or extended deferral of income and estate tax deductions

in the instances indicated will not only remove a factor
which encourages contributions, but will also eliminate
the ability of some individuals, such as businessmen who own

little of value outside of their business interest, to make
contributions.
Tables 10 and 11 (on pages 79 and 83) of the

Report disclose that the Treasury’s proposal could affect 8
out of every 10 foundations in existence.

Of more importance,

these tables show that the performance of foundations with
more than 20 percent donor-related influence over investment

policy is generally just as good as that of foundations with
a lesser degree of control.
ratios.

The following are some relevant
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Percent of Donor-Related Influence over Investment

Ratio of market value of
net assets to book value

Not over
20 percent

Over
20 percent

Over
50 percent

144%

141%

132%

Ratio of ordinary income to
market value of net assets

4.0

3.5

3.5

Ratio of contributions received
to market value of net assets

3.1

7.7

9.8

Ratio of grants made to market
value of net assets

6.0

6.9

7.9

Ratio of grants made to
ordinary income

151

197

222

We suggest that the Report fails to make a case
for the drastic proposal which it advances.

5.

Financial Transactions Unrelated to Charitable Functions

The Treasury Department Report concludes that private
foundations, by engaging in three types of financial transac

tions unrelated to their charitable functions, can produce
seriously unfortunate results.

These types of transactions

are:
a.

Borrowing funds for purposes unrelated
to the charitable purpose;

b.

Lending funds on an unsecured basis; and

c.

Engaging in trading and speculation.

The solution recommended in the Treasury Report would have invoked

an absolute ban on borrowing for investment purposes and on
speculation, specifically including puts, calls, short sales,
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trading in commodity futures, and the like.

The prohibition

on speculation is continued in the Treasury Department's
Tax Reform Studies and Proposals transmitted to Chairman
Mills by Secretary of the Treasury Kennedy on January 30,

1969.

However, the prohibition on foundation borrowing

apparently has been abandoned and the Treasury has substituted
the approach suggested in H.R. 12663 and 12664, the "Clay

Brown" legislation.

This legislation is discussed in a

later section of our comments, beginning on page 44.

With regard to foundation lending, the Report
proposes that loans of private foundations, unrelated to their

exempt functions, be restricted to categories which are clearly
necessary, safe, and appropriate for charitable fiduciaries.
Loans which the Report discribes as meeting these criteria

are securities of a type regularly traded upon an exchange
or in an over-the-counter market, loans to governmental units,

loans secured by first mortgages on real estate, loans to
students, and short-term loans represented by the marketable
commercial paper of prime borrowers.

The Secretary of the

Treasury would prescribe by regulations other loans of "sub
stantially similar quality and character."
We believe that present law contains adequate

safeguards with respect to lending by foundations.

Neverthe

less, as stated previously herein, we see no objection to a
prohibition against loans to the donor or donor-related
parties.

It also seems appropriate to bar purely specula

tive enterprises, provided a suitable definition of the
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term "speculation” can be developed.

6.

Broadening of Foundation Management
The Patman Report recommended that the life of

foundations be limited to 25 years.

While not agreeing with

this conclusion., the Treasury Department Report recommends

that private foundations be required after that length of
time to convert to management which is independent of their

donors and donor-related parties.

The Report admits that the so-called problems in
this area "evade precise definition and quantitative analysis."

Its rationalization of this proposal seems to embrace the
concept that once a tax deduction is allowed for a contribu

tion., the money or property somehow becomes transmuted into

public funds which the public has a present, or at least a
latent, right to administer.

It is lamented that many

foundations continue in existence year after year without

achieving "any of the external indica of unique advancement

of philanthropy."

It has been argued — and with considerable validity -that an exempt organization should serve the public interest
in essentially the same fashion as when public funds are

properly expended.

Accepting this philosophy., for the sake

of argument, one must still recognize that the public interest
is an ephemeral concept.

If there are abuses of sufficient magnitude to

vitiate the fulfillment of an organization's exempt purpose,
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it would appear that adequate remedy exists under present
law through denial of exemption.

If what we are really

discussing is a difference in social predilections, then

we submit that these should not be controlled through the
medium of the tax laws.
7.

Additional Problems
Two additional problems discussed in the Report

on which we wish to comment are:
a.

Contributions of unproductive property;

b.

Contributions of Section 306 stock and

other ordinary income assets.
The Report proposes to defer an income tax deduc

tion for a contribution of property which is unproductive of

income until the asset is (a) made productive, (b) disposed
of, or (c) applied to charitable uses.

Despite its previously

indicated anathema toward such terms, the Report goes on to
state that ”an asset will be considered unproductive unless
substantial income is regularly derived from it."

(Emphasis

supplied)
As in the case of the earlier discussion of the

proposed treatment of so-called controlled property, we

submit that the Treasury has failed to make a case for this

drastic proposal.
The Report proposes that the income tax deduction
accorded for the gift of any asset to a private foundation

be reduced by the amount of any ordinary income which the
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donor would have realized if he had sold the asset for fair
market value at the time of the contribution.

In support of this radical proposal the Treasury
appears to rely primarily on the "problem” in connection

with Section 306 stock.

The only argument advanced for

including other ordinary income assets is that by contributing

such assets the donor escapes taxation and at the same time
reduces the amount of his other taxable income, thereby
creating situations where the donor can make more profit by

giving the asset to a foundation than he would be able to
retain if he had sold it.

The Report states that the recent Congressional
action on the ordinary income situations arising under Sections
1245 and 1250 is directly relevant here.

It is true that

Section 170(e) provides the same rule for contributions of

Section 1245 or Section 1250 property as the Treasury has
proposed for all ordinary income assets.

However, this

effort to extend the rule of Sections 1245 and 1250 to other
assets ignores the purpose of these sections.

Sections 1245

and 1250 deal with deductions previously taken by the tax

payers.

They were intended to "make it feasible for the

Treasury to adopt more liberal rules with respect to the
estimated useful life of depreciable assets."

They do so

by ensuring that depreciation deductions previously taken
will ultimately be returned as ordinary income, directly

or indirectly, to the extent the deductions are not validated

by a decline in the fair market value of the respective asset.
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No such considerations apply to contributions of other pro

perty as no deductions will previously have been taken by

the taxpayer with respect to such property.
Neither is the situation with respect to stock in

collapsible corporations nearly so clear as the Report
indicates.

Suppose that the corporation is not in fact col

lapsed and that Section 341 has ceased to be applicable before
the foundation disposes of its stock.

Should the charitable

gift nevertheless be treated as the equivalent of a sale or
exchange for the purpose of applying Section 341?

This

situation is different from "Section 1245 property” which
never ceases to be such.

Finally, it certainly seems impractical and parti

cularly unwise to further expand Section 170(e) to cover
gifts of inventory items.

There is no demonstrated abuse,

and thousands of small taxpayers would be affected by such a

change.
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CLAY BROWN CASE AND RELATED, LEGISLATION

The Supreme Court decision in the Clay B. Brown

case has focused attention on what has been regarded as
an abuse of tax exemption for foundations through their
activities in debt financing of acquisitions.

The Treasury has given much attention to this
matter and H.R. 12663 was introduced on August 28, 1967 to
deal with it.
The evils which the Treasury perceives in borrowing

by foundations for investment purposes are:
a.

Private parties are able to shift a sub

stantial measure of the financial benefit
of the foundation’s tax exemption to
themselves (the so-called "bootstrap”

sale); and,
b.

The private foundation can convert its
tax exemption into a self-sufficient
device for the production of capital,
thereby severing itself from reliance

upon contributions and eliminating the

healthful scrutiny of its activities which
is implicit in such reliance.
Originally, in the February 2, 1965 Treasury Depart

ment Report on Private Foundations, it was suggested that
there be a complete prohibition on foundation borrowing.

In

its more recent proposals, the Treasury recommends that the
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principles proposed in H.R. 12663 be enacted.

This legisla

tion would permit borrowing subject to certain restrictions
and is therefore superior to the approach of a flat pro

hibition on borrowing.

Nevertheless, this proposed legis

lation goes significantly beyond what is necessary to deal

with a Clay B. Brown-type transaction.

It embraces the con

cept that virtually any type of income derived by an exempt

organization from the use of borrowed funds should be taxed

differently than the same or similar income derived from the
use of corpus.

We urge that the scope of the bill be limited to
the avowed purpose of extending the unrelated business tax
able income concept to income arising from Clay B. Brown

type transactions.

Thus, the present exemption from the

tax on unrelated business income for rents from personal

property leased with realty could be eliminated, assuming
the personal property constitutes more than an incidental

or insubstantial portion of the property subject to the
lease.

If effect, the leasing of personal property would

be treated as an unrelated trade or business.
While the current hearings do not relate

specifi

cally to H.R. 12663, the following comments are submitted

in terms of that legislation in order that the principles

we suggest can have a better frame of reference.

As

indicated above, we believe that the general scope of leg
islation is too broad.
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1.

Proposed Code Sections 514(b), 514(d)(1), and

514(e) - The proposed rules may subject an exempt organization
to a tax liability under circumstances where no tax avoidance
or genuine "debt-financed" acquisition is involved, and where

we are sure no tax was intended to apply.

Assume that an

individual owns stock (or land, or any other property) with
a basis of $3,000, subject to a loan (less than 5 years old)
of $3,000, with a current value of $10,000.

He makes a

charitable contribution of the property subject to the loan.
The recipient charity puts the property up for sale promptly.
In due course it is sold, the loan paid, and the remaining

proceeds (the charitable contribution received) applied to
charitable purposes.

There will be a basis of $3,000 and an

acquisition indebtedness of $3,000.

The percentage described

in Section 514(b) will be 100 percent.

The gain of $7,000

($10,000 proceeds less $3,000 basis) will therefore be

fully taxable--surely an unintended result.

The same result

might even follow in the frequently arising situation where
a charitable donor sells property to a charity at a bargain
price.

The purchase price itself, if it remains unpaid

for only a few days, could be "acquisition indebtedness."

To prevent this result, it should be provided that property

acquired by gift, inheritance or bargain purchase shall not

be treated as "debt-financed property" if the exempt organ
ization, within a short time after acquisition, taxes bona

fide steps to dispose thereof and does in fact dispose of
it within a time which is reasonable, taking into account
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the nature of the property.

2.

Proposed Code Section 514(e)(7) - In computing

the percentage of any gain or loss to be taken into account

upon a sale or other disposition of debt-financed property,
the term "average acquisition indebtedness" should be
defined in a manner parallel to that in which it is defined

for other purposes, i.e., the average amount of the acquisi

tion indebtedness during the 12-month period ending with the
date of the sale or other disposition.

It appears inequit

able to use the highest amount of acquisition indebtedness
during the 12-month period.

3.

Proposed Code Section 514(d)(2) - The require

ment that the tax be paid currently subject to later refund

if the conditions of proposed Section 514(d) (2) (B) are met,
may harm some exempt organizations.

For example, a univer

sity may be struggling under the financial burden or relo

cating its campus, or may be establishing another campus,
and cannot meet the neighborhood test.

It does actually

satisfy the use condition within ten years.

If the university

must pay tax on income earned from the property, it may be

seriously handicapped if it depends upon the earnings to
help finance the project.

The later refund does not make the

university whole, because it may have needed the money earlier.

It is suggested that where the circumstances contemplated by

Subparagraphs (B) and (D) arise, provision be made for dis
closure requirements, for holding the statute of limitations
open, and for payment of the tax if the conditions are
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ultimately not met.

Interest at the rate of 6 percent would,

of course, be payable.
4.

Proposed Code Section 514(d)(2)(D) - If this

section is not revised in accordance with the immediately

preceding recommendation., the rate of interest on any
overpayment should be the regular rate of 6 percent.

There

is no reason for the lower rate of 4 percent.

5.

The reference in Section 4 of the bill on

page 18, line 10, should be to "Section 514(d)", not to
"Section 514(c)."

6.

Proposed Code Section 514(e)(6) - This sub

section provides that "acquisition indebtedness" does not

include an obligation insured by the Federal Housing Admin

istration under Section 221(d)(3) or 231 of Title II of the
National Housing Act, nor a loan made by the Housing and
Home Finance Agency.

While this relief may be commendable

from a social point of view, it raises the question why

other perhaps equally worthy loans are not granted equal
relief, such as loans made for the purpose of constructing

nursing homes which are insured under another Section
(Section 232) of Title II of the National Housing Act.
Furthermore, it might be asked why any relief should be
given at all if the true purpose of the bill appears to be

to prevent the acquisition of income-producing assets by

exempt organizations through the use of borrowed funds.
7.

Proposed Code Section 514(b) - It appears

grossly inequitable to deny to an exempt organization the
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benefits of Section 334(b)(2) and to deprive it of the tax
benefit of costs which it has actually incurred in acquiring

the property.
8.

Proposed Code Section 514(c)(3) - The specific

deduction of $1,000 should be increased to $5,000.

This

would eliminate unrelated debt-financed income of many
smaller organizations with transactions dissimilar to the
to that in the Clay B. Brown case.

It might also reduce the

administrative burdens of such organizations and of the

Internal Revenue Service.
9.

Proposed Code Section 514(d)(1)(A) - It would

seem too restrictive to bring within the scope of taxation

and the resulting required allocations property acquired for

the use and purpose of the exempt organization as to which
nonrelated rentals are incidental and possibly temporary in
nature.

Therefore, we recommend that the word "substantial ”

be inserted before the word "all” in the first line of pro

posed Section 514(d)(1)(A).

Conforming changes would be

required in Section 514(f)(2).
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EXTENSION OF UNRELATED BUSINESS INCOME TAX

General

We believe that the principal aim of any reform in
the tax treatment of exempt organizations should be to make

sure that they shall have neither an advantage nor a handi
cap

in those operations in which they are competing with

taxpaying organizations.

The Congress has long recognized

that a tax-exempt organization has an inherent advantage
over a taxpaying organization if both are competing in the

same field.

Therefore, in 1950, Congress enacted a tax

on the unrelated business income of some but not of all
exempt organizations.
The Treasury now recommends that the unrelated

business income tax be extended to apply to a number of
additional types of exempt organizations.

These include

churches (or associations of churches), social welfare organ

izations, social clubs, and fraternal beneficiary societies.

Certain exceptions and limitations are provided in each case

to protect exempt activities from taxation.
We support the Treasury proposals.

There appears

to be no reason why a church, for example, should be permitted

to engage in activities not related to its exempt purposes
so as to compete on a tax-exempt basis with a taxpaying enter

prise.

Any such tax preference tends to impair the proper

working of our free market economy which is based on open
and fair competition.
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We recommend that the specific deduction under
Section 512(b)(12) be raised from $1,000 to $5,000.

This

will recognize the inflation which has occurred since the
enactment of the unrelated business income tax, and eliminate
the compliance burdens of exempt organizations with small

amounts of unrelated income.
Social Clubs
At present social clubs are not subject to the
unrelated business income tax.

An incidental sale of pro

perty will not deprive the social club of its exemption, but
a club which regularly receives income from sources other than
its membership will generally lose its exemption regardless

of whether the outside income is from investments or from a
business activity.

Thus, social clubs which receive any

nonmembership income are currently in an all-or-nothing quan
dary.

If the outside income is an incidental item the club

remains exempt and the outside income escapes taxation.

If

the item is more than incidental the club becomes fully tax

able.

It is often hard to draw the dividing line.

The Treasury now recommends that social clubs be
taxed on all their income, whether from investments or other

sources, except that which is derived from the members in
return for the club’s services as a social club.

The proposed

taxation of investment income is intended to prevent untaxed

investment income from indirectly inuring to the members’

benefit by subsidizing the club's services to the members.

- 52 -

We support the Treasury proposal subject to the
following recommendations:

1.

The Treasury proposal would allow as

deductions items directly connected with
an activity generating income subject to

tax.

This could give rise to consider

able controversy as to what is directly

connected.

In any case it is inequit

able because clearly a portion of the

indirect or overhead expenses of the
club are also connected with the income
subject to tax.

Accordingly, the

deductible items should be defined as
including direct expenses and an allo

cable portion of the indirect or over
head expenses.
2.

A club would either be incorporated or

be an association taxable as a corpora
tion.

Criteria should be set out for

determining whether a specific club is
to be taxed under the corporate tax
rules and rates or under the noncorporate

tax rules and rates.

3.

It should be made clear that a club is
entitled to the same deductions as any
other taxpayer of the same classification ,
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with respect to its income subject to

tax.

Thus, it should be entitled to

deductions for depreciation, interest,
taxes, repairs, etc. with respect to
rental income; if taxable as a corpor

ation it should be entitled to the
dividends received deduction; and it

should be entitled to deduct all

expenses connected with income-producing
property.

4.

If clubs, unlike other exempt organiza
tions, are to be taxed on their capital

gains, it should be made clear that they
are entitled to the benefit of the tax-

free exchange provisions and the involun

tary conversion provisions.

5.

If a club disposes of the property used

in its social functions, either to move
to a new location or to construct new

facilities, it should not be taxed on the

gain from such disposition so long as the
proceeds are reinvested in other facili
ties to be used in its social functions.

6.

The denial of exemption under present law

to clubs with outside income is generally

intended to prevent such income from being
used to subsidize the membership of the club.
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If income from nonmember sources is to

be taxed in the future, it should be made
clear that the receipt of such income will
no longer jeopardize the club's basic tax

exemption.
Fraternal Beneficiary Societies

Under the Treasury proposals, fraternal beneficiary
societies would be taxed generally in the same manner as

social clubs.

We support this approach.

An additional specific exemption would be provided

for income from property permanently committed to the insur
ance or other beneficial function.

This exception is pro

vided because the Treasury has concluded that further study

should be given to these functions and to certain functions
of other exempt organizations.

In the absence of definitive

information as to whether unfair competition exists in these
functions, we agree that the exemption should be continued.
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ADVERTISING INCOME DERIVED BY PERIODICALS OF EXEMPT ORGANIZATIONS

This Statement will (1) explain why the Institute
disagrees with the Treasury Department’s Income Tax Regulations

under Section 513 (definition of unrelated trade or business)
as adopted on December 11, 1967, and (2) recommend legislation

to deal with the taxability of advertising income derived
by exempt organizations.

1.

Tax on Unrelated Business
Income: Analysis of Intent
Congressional Intent and Treasury Regulations - The

primary purpose of the tax on unrelated business income orig

inally was to deal with the problem of unfair competition.
The tax-free status of certain exempt organizations enabled

them to use their tax-free profits to expand operations,

while their competitors could expand only with profits remain
ing after taxes.

(See House Committee Report No. 2319,

Eighty-first Congress, Second Session, accompanying the
Revenue Act of 1950, which initially introduced the stat

utory ancestor of Section 513 of the Internal Revenue Code
of 1954, 1950-2 C.B.429.)

While the House Report makes it clear that the
intent of Section 513 was to meet the problem of unfair compet

ition, the statute itself is not in terms of unfair competition,
but rather imposes a tax on the "unrelated business income"
of certain organizations.

Thus, Congress seems to have
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concluded that a business that is unrelated to the exempt pur

poses of an organization presents unfair competition.

Conversely,

a business that is related to the exempt purposes should not be

regarded as presenting unfair competition. Nevertheless, the
Treasury Department has concluded otherwise when it adopted

Regulations under Section 513 on December 11, 1967.

Example 7,

Regulation Section 1.513-l(d)(4)(iv), states that advertising
income derived by an exempt organization is taxable even under
the following circumstances:

a.

The organization is formed to advance

the interests of a particular
profession and draws its membership

from members of that profession.
b.

A monthly journal is published

containing articles and other editor
ial material which contribute

importantly to the accomplishment

of the purposes for which exemption
has been granted.

c.

The journal’s advertising promotes
only products which are within the
general area of professional interest

of the organization’s members.
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The Treasury Department concedes that income from

the sale of subscriptions to members and others, in accordance
with the organization's exempt purposes, does not constitute

gross income from an unrelated trade or business.

However,

the following fallacious conclusions are drawn with respect

to the income from the limited type of advertising described
in item c, above:

"Although continuing education of its

members in matters pertaining to their
profession is one of the purposes for which

Z is granted exemption., the publication of

advertising designed and selected in the
manner of ordinary commercial advertising

is not an educational activity of the kind
contemplated by the exemption statute; it

differs fundamentally from such an activity
both in its governing objective and its

method.

Accordingly,
Z’s publication of

advertising does not contribute importantly

to the accomplishment of its exempt purposes;
and the income which it derives from advertis

ing constitutes gross income from unrelated
trade or business . . .. ”
We believe that this interpretation is contrary to
Congressional intent and suffers from inaccurate analysis on
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the following three counts:
a.

Advertising that promotes only products

or services of professional interest
is functionally the same as editorial

content that is concerned only with
matters of the same professional
interest (including, of course, articles
that may discuss certain of these

products or services ).

Since such

editorial content is acknowledged to

contribute importantly to the accomplish
ment of exempt purposes, the same

characterization can be attributed to

such functionally related advertising.
They are both related to the activities

of the organization.
b.

It is highly unrealistic to categorize

an interdependent economic activity,
such as the sale of space in a publica

tion, as a trade or business.
c.

Unfair competition, which was the
problem intended to be solved by the

Revenue Act of 1950, appears to be
completely absent under the illustrative

facts.
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Functional Relationship to Exempt Purposes - The

1950 House Committee Report provides the following illustration
of the relationship required between an income-producing activity
and the exempt purpose (in order to prevent income taxation):

"...Athletic activities of schools

are substantially related to their

educational functions.

For example,

a university would not be taxable
on income derived from a basketball

tournament sponsored by it, even

where the teams were composed of
students of other schools ..."
(emphasis supplied)

Thus, functional considerations should be significant
without regard to the sources of income, in determining whether

activities contribute importantly to the accomplishment of
an exempt purpose.

For example, advertisements pertaining

to new developments in medicines and drugs are related,

in function, to technical articles on the same subject since
both are vehicles that convey medical knowledge.
Thus, the rationale expressed in Revenue Ruling

58-502(1958-2 C.B. 271) should continue to be germane.

This

ruling held that an association, formed to promote and
conserve the best interests and true spirit of a game was

not subject to the unrelated business income tax on income
derived from the operation of championship tournaments, the

sale of publications relating to the rules of the game, and
the grant of broadcasting rights.
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A case study of a typical issue of The Journal of

Accountancy, the professional magazine published by the
American Institute of Certified Public Accountants, is presented

in Appendix A (page 69). It vividly demonstrates the similarity between

editorial and advertising content, as well as the Congressionally
required functional relationship of both to the exempt purposes

of the AICPA.

Nevertheless, the advertising income of this

magazine is treated as taxable unrelated business income of
the Institute under the 1967 Treasury Department Regulations.

Definition of Trade or Business Should Not Include
Interdependent Activity -

The 1950 House Committee Report

(1950-2 C.B. 458) defines "trade or business" as follows:
"As used in this section., the term ’trade or
business’ has the same meaning as it has
elsewhere in the Code., as, for example., in

section 23(a)(1)...." (emphasis supplied)
The Senate Committee Report (1950-2 C.B. 559) includes

an identical statement.

Section 23(a)(1), the predecessor of Section 162 of
the 1954 Code, allowed deductions for ordinary and necessary

expenses paid or incurred in carrying on a trade or business.

Neither Section 162 nor the regulations thereunder
include a definition of the term "trade or business."

However,

Regulations Section 1.355-1(c) defines (in pertinent part) a
trade or business, relative to corporate separations, as follows:
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"...for purposes of section 355, a trade

or business consists of a specific exist
ing group of activities being carried on

for the purpose of earning income or

profit from only such group of activities,
and the activities included in such group

must include every operation which forms a
part of, or a step in, the process of
earning income or profit from such a group.

Such group of activities ordinarily must
include the collection of income and the
payment of expenses.

It does not include

... (3) A group of activities which,
while a part of a business operated for

profit, are not themselves independently
producing income even though such activ
ities would produce income with the

addition of other activities or with
large increases in activities previously

incidental or insubstantial.” (emphasis

supplied)
It is suggested that this concept of vertically in

tegrated activities constituting a trade or business is most

appropriate for purposes of the unrelated business income tax

in view of the following expressions of Congressional intent:
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a.

Certain tax-exempt organizations

”... are subject to income tax ...
(a) from operation of a business
enterprise which is unrelated to the

purpose for which such organization
received an exemption ...” (page 503)
b.

”The House bill imposes the regular

corporate income tax on certain tax-

exempt organizations which are in
the nature of corporations, and the
individual income tax on tax-exempt

trusts with respect to so much of

their income as arises from active

business enterprises which are un

related to the exempt purposes of the
organizations... "(page 503)

c.

"...Also, a number of examples have
arisen where these organizations have,

in effect, used their tax exemptions

to buy an ordinary business ..."(page 504)
d.

”In neither the House bill nor your
Committee’s bill does this provision

deny the exemption where the organiza
tions are carrying on unrelated active
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business enterprises, nor require that
they dispose of such businesses ..."

(page 504)
e.

”... However,
the manufacture and sale

of automobile tires by a college would

ordinarily be considered an unrelated
business...” (page 559)

(emphasis supplied; page numbers refer to

Cumulative Bulletin 1950-2)
Unfair Competition -

Unfair competition is not a

specific statutory criterion for determining whether the tax
on unrelated business income is to be imposed.

However,

since the elimination of unfair competition was Congress’
primary objective, its absence should be an important

factor in considering whether the exemption should be continued.
We believe there is no unfair competition where both
the advertising and editorial content of an exempt organiza

tion’s publication are functionally related to its exempt

purposes.
2. Legislative Recommendations

Unrelated Business Income:

Proposed Concepts -

Section 512 and or Section 513 should be amended to incorporate
the following concepts:

a.

A "trade or business" should be defined

along vertically integrated lines so
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that advertising activity, alone, cannot
constitute a trade or business.

b.

In order to avoid characterization as un

related business income, all activities
of such defined trade or businesses must

be functionally related to the purposes
for which an organization has been

granted exemption.
Advertising income should not give rise to unrelated

business income under the following circumstances:
a.

The income is derived from magazines and

other periodicals published by exempt
organizations.

b.

The publication’s editorial matter and
advertising are substantially related

to purposes for which the organization

has been granted exemption.

These criteria should considerably ease any antic
ipated enforcement burdens of the Internal Revenue Service
since compliance with such standards could be easily observed

by Service office personnel.

For example, a centralized unit

of the Service should be furnished with all exempt organiza
tion publications and could determine, through physical
inspection, whether the necessary editorial and advertising

policies are being maintained.
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The de minimis rule provided by Section 512(b)(12),

allowing a $1,000 specific deduction, should be expanded in
order to eliminate the tax where annual unrelated business income

does not exceed $5,000.

(See Technical Information Release No.

899, April 14, 1967, which announced the proposed Regulations
under Sections 512-513 and indicated that the Internal Revenue
Service would consider the appropriateness of a legislative

recommendation to make the tax inapplicable where only "small"

amounts of unrelated income are involved.)
In addition, where the unrelated business income
tax is imposed, net operating loss carrybacks and carryovers

should be allowed to the same extent as in the case of non

exempt entities conducting competitive operations.

Compare

the limitations set forth in Regulations Section 1.512(a)-l(d)

(2)(ii) and (e), Example (2).
Examples of Effect of Proposed Concepts -

The

following three examples are provided to illustrate the effect

of the concepts which we propose be incorporated into the
statute to deal with the tax treatment of advertising income

derived by exempt organizations:

3.

Examples of Effect of Legislative Recommendations

Example (1): No Unrelated Business Income Resulting

from Related Editorial and Advertising Content
Z is an association exempt under Section 501(c)(6),
formed to advance the interests of a particular profession and

drawing its membership from the members of that profession.
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Continuing education of its members in matters pertaining to

their profession is one of the purposes for which Z is granted

exemption.
Z publishes a monthly journal containing articles and
other editorial material which contribute importantly to the

accomplishment of purposes for which exemption is granted the
organization.
The advertising in Z’s journal promotes products which

are within the specialized area of professional interest of

Z’s members.

Since the advertisements contain information

dealing with professional interest and development, their infor

mational function is identical to the function of the editorial
content.

Accordingly, the publication of advertising designed

and selected in this manner, pursuant to Z’s advertising
policies, is an educational activity of the kind contemplated

by the exemption statute.
Therefore, Z’s publication of advertising also contrib

utes importantly to the accomplishment of its exempt purposes;
and the income which it derives from its publishing business,

attributable to both literary and advertising activities, does
not constitute gross income from an unrelated trade or business.

Example (2): Unrelated Business Income Resulting
From Unrelated Literary Activity
Assume the same facts as in the preceding example,

except that the editorial content of Z’s journal is not ex
clusively devoted to professional matters since news and
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features covering domestic politics, foreign affairs, and

sports events are also published.

This nonprofessional content

is of a general nature, appealing to members of the particular

profession involved as well as to the laity comprising the
balance of our national population.

Accordingly, the publica

tion of this type of literary material is not designed nor

selected to further Z’s exempt purposes and would thus
compete with other generalized magazines published by taxable
organizations.

Such editorial content is not an educational

activity of the kind contemplated by the exemption statute.
Therefore, Z’s publication of such literary material

does not contribute importantly to the accomplishment of its
exempt purposes; and the income which it derives from its

publishing business, attributable to both literary and advertis
ing activities, constitutes gross income from an unrelated

trade or business.
Example (3):Unrelated Business Income Resulting From
Unrelated Advertising Activity

Assume the same facts as in Example (1), except that

Z also derives income from the sale of space in its journal
for general consumer advertising, including advertisements of

such products and services as soft drinks, automobiles, wearing
apparel, home appliances, and vacations arranged by travel
agencies.
The publication of such advertisements does not

contribute importantly to the accomplishment of any purpose
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for which exemption is granted and would thus compete with
the advertising activity of magazines published by taxable or

ganizations.

Consequently, the income derived from Z’s

publishing business, attributable to both literary and advertis
ing activities, constitutes gross income from an unrelated

trade or business.
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The Journal of Accountancy
A Case Study of the Functional Relationship Between
Editorial and Advertising Content

On July 18, 1967 the Institute presented comments
to the Internal Revenue Service at its hearings on the then
proposed Regulations under Section 513.

These comments

included the following analysis of the June 1967 issue of

The Journal of Accountancy, a typical issue of The Journal

and the latest issue up to the time of the hearings:
”... The table of contents shows four major
articles implementing the education function:

An Accounting System for an Accounting Office

An Experimental Study of Audit Confirmations
Planning Effective Gifts -- What-When-How-And
to Whom?

A Structural Check of Accounting Input Data
in a Computer System
and thirteen Departments discussing professional activities of

interest to Institute members:

News Report

Accounting and Auditing
Problems

Coming Events

Tax Clinic

News Feature

Practitioners Forum

Washington Background

Education and Profes
sional Training

Letters

Current Reading

Editorial

Index to Volume 123

Statements in Quotes
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"The unity of focus on the profession in the
editorial content carries over to The Journal's advertising.

The June 1967 issue has, including both sides of two covers, one

hundred pages, twenty-six of which are devoted to advertising.
One of these pages is a public service advertisement (for which

no fee is charged) and three are used by the Institute itself
tofurther display its own services and publications to its members.
Realistically then, the publication has twenty-two pages of

advertising.

"Of these twenty-two pages, 1.3 pages are devoted

to classified advertising, mostly accounting positions or
accounting help wanted.

3.3 pages are display advertisements

to recruit accountants, including incidentally an advertisement
for the Internal Revenue Service itself.

2.7 pages are devoted

to advertisements for accounting education: -- extension courses,

examination preparation courses, etc.

5.1 pages are advertise

ments for business forms and accounting forms.

The advertise

ing of banks and other financial institutions closely related
to accounting practice such as factors, occupy 3.2 pages.

4.7

pages are devoted to office machines of particular importance
to accountants: -- computers, calculators, etc., rather than

typewriters, office copying machines, etc. One page is an

advertisement for a tax service and the remaining .8 of a page
goes to miscellaneous advertisements: -- accounting lectures on

tape and computer service centers.
"In tabular form advertising in the June 1967 issue
can be summarized as follows:
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Type of Advertisement

No. of Pages
1
2.9
1.3
3.3
2.7
5.1
3.2
4.7
1.
.8

Public Service
AICPA self-advertising
Classified
Recruitment
Education
Accounting forms
Financial Institutions
Office Equipment
Tax Service
Miscellaneous
Total Advertising Pages
Total Pages

26
100

"It is not possible to differentiate sharply between

the subject matter of these advertisements and the subject
matter of the editorial content.

The ideas communicated are

hardly less relevant to the accounting profession for its
advancement.

Virtually every advertisement is specifically

aimed at accountants, much of it with special copy written for

accountants."
Issues of The Journal published after the June 1967
issue reveal substantially similar results over the period

both in terms of the ratio of advertising pages to total
pages and as to the nature of the advertising.

While varia

tion will exist from issue to issue in the specific number

of pages by type of advertising, the nature of the advertising

remains constant, that is, functionally related to the

editorial content.
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FARM LOSSES

The primary purpose of the proposed legislation

concerning limitations on deductible farm losses is to curb
the ability of high-bracket nonfarmers to obtain substantial
tax benefits through a combination of capital gain income

and ordinary expense deductions.

A second purpose is to

curb the distortions of expense deductions which such
individuals frequently effect under the cash method of ac

counting.

A further purpose is to help correct the

apparent distortion in bidding up the price of farmland

by wealthy persons.

The

essence of the proposed legislation is that a

taxpayer could deduct no more than $15,000 of farming
losses in any one year against other income earned in such

year.

Any remaining net farming losses generated during

such year may be carried back 3 years and carried over
5 years against net farming income of the carryback and

carryover years, reduced by one-half of net long-term

capital gains from farming which have been deducted under
Section 1202.

In order to avoid these limitations, the

taxpayer would be required to elect an accounting method
for such year and future years so that gross farm income
would be computed by an inventory method of accounting and
all capital expenditures would be capitalized.

- 73 In general, we support the Treasury proposals

subject to the following recommendations:
1.

The rule that farm net operating loss
carrybacks and carryovers can be
deducted only against net farming in

come in the carryback and carryover

years is entirely too restrictive
and should be available in the other

years in an amount parallel to the

limits in the loss year itself. The
rule as stated would allow farm

carrybacks and carryovers to be used

only against farming operations,
which would place farmers in a
considerably more restricted position
for use of their tax losses than other

individuals.

In any event, provision

should be made to specify the order
of application in a given carryback

or carryover year as between (1) farm
operating loss carrybacks and carryovers

and (2) ordinary net operating loss

carrybacks and carryovers.

2.

The proposed legislation provides that

in applying the $15,000 limit, an in

dividual must aggregate all of his farm
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income and expenses, including those

attributed to him as a partner or as a
stockholder in a Subchapter S corpora

tion.

Further, the $15,000 limitation

would then apply to any loss computed

on this aggregate basis unless he and
each of the partnerships and Subchapter
S corporations from which he derives

farm income or deductions has elected

to forego the special farm accounting
rules.

This appears to provide that

all farm income attributable to an

individual would be subject to the
$15,000 limit unless every partnership

and/or Subchapter S corporation with
which he is associated makes the proper
election.

If this is the intended

rule, it appears entirely too restrictive.
It also would be too difficult to
administer.

For example, a regular

farmer whose main business is his own
farm may jointly operate another farm

with one or more farmer partners.

The

partners may not agree on the election

with respect to their joint operation
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with the consequence that the farmer,

in effect, has no option.

A more

logical rule would apply the $15,000
limit only to income from those opera

tions with which he is associated
which do not make the appropriate

election.
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MOVING EXPENSES

The Treasury proposes to liberalize the deduction
for moving expenses.

It would continue the present law but

require a taxpayer to include in income the reimbursement
for all moving expenses, direct and indirect.

It would

also continue the requirement that the employer withhold

tax on all such payments when it has reason to believe

that the employee cannot deduct such costs as moving
expenses.
The Treasury proposes to include in the definition

of indirect moving expenses costs for pre-move househunting

trips, temporary living expenses, meals and lodging for
30 days, and certain real estate expenses, such as commis

sions to a real estate agent.

It would place an overall

limit of $1,500 on all three categories of expenses.

In many cases the proposed $1,500 limitation would
be grossly inadequate.

For example, if an employee is

transferred from New York to California, the air travel
for a househunting trip would approximate $500 for husband
and wife.

If he and his family are required to live in a

hotel for 20 days after the move, the cost of the room would

approximate $400; meals for the 20 days would approximate
$280.

If the taxpayer has children, the costs would increase

accordingly.

Assuming the taxpayer earns $15,000, he

would probably own a house valued at at least $20,000.
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Commissions to a real estate agent on the sale of his house

would be $1,200 in New York State.

If the taxpayer installed

carpeting, drapes, etc. he would incur still another loss. In

our example, the taxpayer would incur $2,380 of out-of-pocket

costs in moving.
We recommend that:

1.

There be no limitation on the amount
of reimbursement of indirect expenses

reasonably incurred when an employee

moves.

It is unconscionable that

an employee be out-of-pocket cash

when he is transferred from one loca
tion to another by his employer.

On

one hand, the Government indicates

that the labor force should have

greater mobility and, on the other

hand, the tax laws often penalize
the employee who is being moved.

2.

The employer should not be required
to withhold tax on any amounts reimbursed
to an employee as moving expenses.

This

would remove any possible burden from

the employer.

The payment of such

amounts can be reported either on
Form W-2 or Form 1099.
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3.

The effective date of any change should
be retroactive to at least taxable years
beginning on or after January 1, 1964

the effective date of Section 217.

It

is patently unfair to taxpayers who
have been moved in prior years and

suffered a cash loss not to permit them
to file claims for refund.
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REGULAR STANDARD DEDUCTION

The Treasury proposes that the 10 percent standard
deduction be increased to 14 percent and the $1,000 ceiling

on the standard deduction be increased to $1,800 (or $900

in the case of married couples filing separate returns).

Except for the provision in 1964 for the minimum
standard deduction, the present 10 percent standard deduction
has been in effect since 1944 and the $1,000 limitation was

enacted in 1948, replacing the $500 limitation provided in 1944.
As originally passed, the standard deduction was intended to

simplify the computations of tax for those individuals who
choose not to itemize their deductions.

While the substitute

for itemized deductions may have been realistic and appropriate

in 1944, a quarter of a century has brought ever-increasing

levels of income and commensurate increases in expenditures.
The standard deduction in 1944 applied to more

than 80 percent of all individual taxpayers.

Furthermore,

it was related to the typical income and deduction levels
existing at that time.

The use of the standard deduction has

been steadily decreasing over the years.

It has been esti

mated that approximately 57 percent of the individual tax

returns to be filed for 1969 will use the standard deduction.
This is a significant decrease from 1944, and it aptly
demonstrates that the existing standard deduction provisions

are becoming decreasingly applicable as the years go by.
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The Treasury indicates that for 1969 its proposals

would substantially restore the 1944 usage level of the
standard deductions (to approximately 80 percent).

The proposals

also represent relief measures of particular importance to
middle income taxpayers,
and they should result in substan
tial tax simplification.

In our already complex tax system,

we believe that any reasonable new measure which results in

substantial tax simplification should be receptively and
seriously considered by your Committee.

We realize that in formulating any change with

respect to the limitations on the regular standard deduction,
somewhat arbitrary percentage and dollar amounts may be

involved.

Unless it is considered that the Treasury has

inadequately documented the reasons for the new limitations,

we support them as recommended.
It is to be noted that our approval of this pro

posal does not constitute approval of the 3 percent threshold
regarding the charitable contributions deduction either under

the regular standard deduction proposal or with respect to
the itemization of deductions.
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MINIMUM STANDARD DEDUCTION

The minimum standard deduction was enacted as part

of the Revenue Act of 1964 to provide tax relief for low-income
taxpayers (adjusted gross incomes of $5,000 or less, with the
greatest relief for income levels below $35000).

The minimum

standard deduction is presently $200 plus $100 for each exemp
tion (except that it is $100 plus $100 for each exemption in
the case of a married person filing a separate return) with

a $1,000 ceiling ($500 ceiling for married taxpayers filing
separate returns).

As a result of increased living costs, there are now
single individuals and families who are paying Federal income

tax even though their total incomes are below the so-called

"poverty level, ” as defined under standards set by the Depart
ment of Health, Education and Welfare.

This is illustrated

in the 1968 Treasury Department proposals presented to your
Committee.

The Treasury recommends that the minimum standard

deduction be increased to $600 plus $100 for each exemption
(to $200 plus $100 for each exemption in the case of a married

person filing a separate return), retaining the $1,000 and
$500 ceilings under present law.

The proposed minimum standard

deduction will not be available to dependents of taxpayers
who claim an additional $600 exemption under present law;

instead, they will be required to use the regular standard de
duction.
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The Treasury indicates:

(1) that if its proposal

is enacted, out of approximately 2.2 million poor families who
are taxed under present law, more than one-half would pay no
tax, and the balance would get substantial tax relief; (2) that

more than $1 billion of tax relief generated by enactment of

this proposal would go to the lower income earners, with tax
liability decreasing 36 percent for taxpayers with less than

$3,000

of adjusted gross income; and (3) that many low-income taxpayers
will be able to "shift from the complex itemization procedure

to the use of the simple standard deduction."

Tax simplifica

tion should be a major goal of our tax system, and we recommend
that any proposal which will help attain that goal should be
adopted.

Without expressing an opinion regarding the amounts
that should be allowed as minimum standard deductions., we
support in principle the proposals of the Treasury Department.
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THE MINIMUM AND MAXIMUM INCOME
TAX ON INDIVIDUALS

Minimum Income Tax
The Treasury proposes to impose a minimum individ

ual income tax with respect to taxpayers who receive sub

stantial amounts of fully or partially tax-exempt income

in relation to their taxable income.

The effect of the

minimum tax is to place a ceiling of 50 percent on the amount of

an individual’s total income which may be excluded from his
tax base.

The minimum income tax would apply to an expanded

income base consisting of taxable income plus the following
four major sources of excluded income:

1.

Interest on state and local government bonds.

2.

The excluded portion of net long-term
capital gains.

3.

The amount of percentage depletion claimed

after the cost of the property has been
fully recovered.

4.

The amount of appreciation on property

contributed to charity to the extent taken
as a deduction under the charitable contri

bution limitations.
In computing the minimum income tax base, an indivi

dual would be allowed all deductions or a special $10,000
standard deduction, whichever was more favorable to him.

The minimum tax would not increase any individual's
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effective tax rate above 35 percent.

We believe that the ability of individuals to

realize large amounts of disposable income without payment

of tax undermines continued public confidence in our self
assessment system.

However, we also believe that the solu

tion lies in dealing directly with the present exclusions

from income and the present deductions which make this

situation possible.
The Treasury Department’s minimum income tax
proposal would indirectly attack specific items which should

be dealt with through direct legislation.

For this reason

and because it would further complicate our present over
complicated tax system, we oppose the Treasury’s proposal.

Maximum Income Tax
The Treasury proposes to establish a maximum

limitation on the total tax that an individual would be
required to pay with respect to his income for any given
year.

Under the proposed maximum tax structure, an indivi

dual could elect to pay a tax equal to 50 percent of the income,

employing the same tax base as that used in computing the
minimum income tax on individuals, with two modifications-one of which would be a disallowance of the special $10,000

minimum tax standard

deduction, and the other would be an

addition of the difference between the value of stock

received upon exercise of any qualified stock option over
the option price.

- 85 -

For the same basic reasons that we oppose the pro

posed minimum income tax on individuals, we recommend that
any maximum income tax on individuals be based upon taxable
income rather than upon a separately reconstructed and

expanded tax base, and that any differences between the two
bases be dealt with directly rather than indirectly.
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INCOME AVERAGING

We have two general recommendations with respect

to the present income averaging provisions in the Internal
Revenue Code.
The first recommendation concerns whether or not

there should be a modification in the restriction under

present law limiting income averaging to those cases where
there is an increase of one-third above the average income

for the four prior years.

This limitation on averaging must

be viewed together with the provision in present law which

requires that "averagable income” (the amount by which

adjusted taxable income exceeds 133-1/3 percent of average base
period net income) must exceed $3,000 in order to qualify
for averaging, since both of these limitations operate

together.
A principle reason for inclusion of the 133-1/3 percent
restriction in the income averaging provisions, according
to the Committee Reports accompanying this legislation., was

"to limit the number of cases to which the new provisions
will apply to a manageable level from the administrative
standpoint.

In other words, it was necessary initially, at

least, to limit the volume of cases where averaging will be

applied."

(H.R. Rep. No. 749, 88th Cong., 1st Sess. 111 (1963);

S. Rep. No. 830, 88th Cong., 2nd Sess. 141 (1964)).
It seems reasonable to now assume that after almost
five years of experience with the averaging provisions, most
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if not all of the initial problems of administering these

provisions’ have been resolved, and, that the Internal Revenue
Service is encountering no unusual difficulties in examining
returns employing averaging.

The Service is now using highly

mechanized and computerized systems which should enable it
to quickly and accurately verify taxpayers' claims for

favorable treatment provided by the averaging provisions.
In view of the foregoing, any limitations on these
provisions which are based on administrative grounds seem

to be no longer as relevant as they were when the current

averaging provisions were enacted.
In addition, the operation of the 133-1/3 percent
restriction and the $3,000 limitation deny the benefit of

averaging to many taxpayers whose incomes fluctuate signi

ficantly.

For example, a single taxpayer in the middle

income bracket with average base period net income of
does not qualify for averaging unless his adjusted

taxable income exceeds $15,000.

Without these two restric

tions, the same taxpayer would enjoy a reduction in his

income tax (disregarding the surcharge) of $310--a signi

ficant amount to an individual at that income level.
In the interest of fairness and uniformity of

treatment of taxpayers under our tax laws, we recommend

that the 133-1/3 percent limitation be removed and that your

Committee consider a measure of fluctuation of income which
would enable a taxpayer to qualify for the benefits of the
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income averaging provisions if his adjusted taxable income

exceeds his average base period income by a dollar amount
based upon tax bracket rate changes.
Our second general recommendation is responsive
to the question whether the income averaging provisions
should be simplified and made available for capital gains
and other certain types of income.

Under present provisions,

long-term capital gains realized in the computation year and

the base years are excluded from the income averaging comput

ation.

However, a further adjustment requires that averagable

income be reduced by the amount by which average base period
long-term capital gains exceed computation year long-term

capital gains.

The Committee Reports relating to the

averaging provisions presumed that this situation would occur

infrequently.

(H.R. Rep. No. 749, 88th Cong., 1st Sess. 113

(1963); S. Rep. No. 830, 88th Cong., 2nd Sess. 143 (1964))

Regardless of the frequency of occurrence of such a situa
tion, it does not seem fair to penalize a taxpayer for having

realized base period long-term capital gains.

We recommend,

therefore, that long-term capital gains be eliminated from

all phases of the income averaging computations.
The exclusion of gambling income from the income

averaging provisions involves matters of policy and philosophy.

While we have no specific recommendation to make in this

connection, we do note that there are many legal forms of
gambling, including state-conducted lotteries, etc.

It is
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difficult to reconcile the exclusion of gambling income
from the income averaging provisions of the Code with the
Internal Revenue Service’s ruling that income from embezzle

ment qualifies for averaging.
CB 356)

(Rev. Rul. 66-306, 1966-2
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1.

The Deemed Foreign Tax Credit

We believe that the "deemed credit" provided by
present Section 902 has on the whole worked fairly well
in preventing double taxation of income earned by foreign

corporations which are at least 10 percent owned by domestic

corporations, and the basic concept should be retained.
However, today’s business considerations make desirable,

as a matter of practical equity, (1) the extension of the
credit with respect to corporations lower than the second

tier, and (2) the lowering of the 50 percent ownership
requirement of a lower tier corporation to 25 percent.
A U.S. corporate shareholder may claim a deemed
foreign tax credit in the situation where it owns 10 percent

of the voting stock of a first-tier foreign corporation and
the first-tier corporation owns at least 50 percent of the

voting stock of a second-tier foreign corporation.

Credits

from tiers lower than the second are now not considered
regardless of the degree of ownership.

Because of the business conditions that exist
today it is necessary in many cases to have local nationals

own more than 50 percent of the stock of foreign corporations.

Furthermore, the corporate structures of foreign investments
are becoming increasingly complex as the result of such

factors as circumstances existing at the time of acquisi
tion and specialized business arrangements.

In situations

such as these, it seems unfair that the U.S. Corporate
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shareholder should lose the foreign tax credit.

To remedy this condition, it is suggested that
the deemed foreign tax credit should he permitted with

respect to any lower tier foreign corporation which has at

least 25 percent of its voting stock held by a corporation
in the tier above it.
It is recognized that this proposed rule could,
as the result of numerous successive tiers, result in a

deemed foreign tax credit in a situation where the ultimate

beneficial ownership by the U.S. corporate shareholder is

insignificant.

To avoid this possibility, there should be

a requirement that the U.S. corporate shareholder have at

least a 5 percent ultimate beneficial ownership of voting
stock in any lower tier corporation.

This 5 percent is

the same as the minimum ultimate beneficial ownership which

is required under present law with respect to a second-tier

subsidiary (10 percent of 50 percent).
2.

The Overall Limitation
The use of the overall limitation, in lieu of

the per-country limitation should be retained.

Section 904, allowing a taxpayer to elect an over
all limitation effective with any taxable year beginning
after December 31, 1960, was added by P.L. 86-780.

Once a

taxpayer has made an election to use the overall limitation
that election is binding in all subsequent years, except

that it may be revoked with the consent of the Commissioner
of Internal Revenue.

There is one exception.

For the first
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year following a per-country limitation year, the taxpayer
may elect the overall limitation or may revoke an election
to use the overall limitation made in a return already
filed for that year, if such election or revocation (as the

case may be) is made before the expiration of the period
prescribed for making a claim for credit or refund of the tax

imposed for such taxable year.

The election of the overall limitation or the percountry limitation on the use of the foreign tax credit is
not a method of accounting but rather a means of computing

tax liability.

Since a method of accounting is not involved,

there is no reason to require the consent to the Commissioner

before a change in the election may be made.

There are a

number of reasons why a change may be necessary after the
original election is made; for example, where substantial

losses are realized with respect to existing investments
because of nationalization, expropriation or war or where a

taxpayer expects to enter substantial operations in a new

foreign country and anticipates such operations will result
in a loss for a number of years.
In the interest of equity and simplicity, it seems
preferable that taxpayers be given the right to an annual
election to use the overall limitation or the per-country

limitation on the foreign tax credit,

A change in the ori

ginal election should be permitted at any time within the
statutory period of limitations applicable to the taxable

year of the original election, without first securing the

consent of the Commissioner.
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3.

Additional Recommendations

Carryback and Carryover of Excess Tax Paid - Due
to the formula provided in Section 904(d) for the determina

tion of the amount of foreign taxes paid or deemed to have
been paid which can be used as a carryback or carryover,
taxable income derived from two or more foreign countries
can be subjected to double taxation.

This will occur when

the taxpayer has a loss from U.S. operations and uses

per-country foreign tax credit limitation.

when the overall limitation is used.

the

It does not occur

Such double taxation

results from a portion of the foreign taxes not being avail
able for use either as a current credit or a carryback-carry-

over credit.

In the following example the foreign source income
as reduced by the U.S. loss is taxed at an effective rate

of 64 percent.

This would not occur if the amount of an unused

foreign tax credit available as a carryback or carryover was
defined to be the difference

between the foreign tax paid

or accrued and the foreign tax used as a credit.
(See table on following page)
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Income
(Loss,)
Foreign Country A
Foreign Country B
U.S.

$100
100
(50)

Total foreign tax
Total income per U.S. return

$150

Foreign
Tax

$ 60
55

$115

U.S. Tax @ 48% before foreign tax credit
Foreign tax credit per country limitation ($)—

Country A:

x 72 =

4-8

Country B:

x 72 =

48

Credit limitation

U.S.
Tax

$72

96

Foreign tax credit (lesser of $72 or $96)
U.S. tax payable

72

72

$ 0

Unused foreign tax

$ 43

Available credit carryback—carryover under
Section 904(d)—
Country A ($60 — $48)
Country B ($55 — $48)

$ 12
7

Total available

$ 19

Erosion of unused foreign taxes available
for foreign tax credit ($43.00 — $19.00)
Effective combined tax
income of $150 (U.S.
foreign taxes of $24
tax rate of 48% plus
foreign taxes of 16%

$ 24

rate on net taxable
tax of $72 plus eroded
= $96 ÷ $150) (or U.S
rate of unavailable
($24 ÷ $150))

Carryback of Excess Foreign Taxes - Section 904(d)
provides that any excess of foreign income, etc., taxes
paid over the applicable limitations contained in other parts

of Section 904 is carried back two years and then forward
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five years.

The carryback and carryover principle is employed
in other parts of the Internal Revenue Code.

Widespread

application occurs in the areas of the net operating loss

and the unused investment credit.

In both of these situa

tions, a nine-year business cycle has been deemed by Congress

to be most appropriate

i.e., the taxable year, three years

back and five years forward.

It appears that the same

nine-year cycle would also be most appropriate in connection

with excess foreign income taxes.

Such conformity would be

achieved by changing the foreign tax carryback from two
years to three.
Tentative Carryback Adjustments - Section 6411 now
permits taxpayers with net operating loss or unused invest

ment credit carrybacks to file applications for tentative
carryback adjustments (so-called "quick" claims) within

twelve months of the close of the year in which the carryback
arose.

The amount of tax decrease resulting from the carry

back must be refunded or credited within 90 days, subject to

the right of the Service to disallow the application in the

case of material errors or omissions.

The tentative allow

ance is subject to adjustment upon audit of the taxpayer's
return.

This provision originally applied only to net

operating loss carrybacks, and was extended to unused invest
ment credit carrybacks in 1966.

The tentative adjustment procedure is designed to
relieve taxpayers entitled to tax refunds from the economic
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completed.

Since examination of returns involving foreign

income and tax credits is likely to be even more protracted

than the usual audit, it appears logical that tentative
adjustments of unused foreign tax credits also be permitted.
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The Need For Change
It seems clear that, despite the basic Congressional

intent of providing for neutrality of tax treatment for small
businesses as between the corporate and partnership form, the

provisions of Subchapter S have proved to be substantially less

useful than were originally intended.

This is due to several

factors., not the least of which is extremely narrow and rigid
interpretation given the statutory provisions by the Internal

Revenue Service and their enforcement by examining agents.

The

approach has been almost uniformly to limit as much as possible

the use of the Subchapter S election.

In addition, however, the statute itself contains
many traps for the unwary.

These have substantially increased

the cost of compliance and have caused many corporations to
lose elective status involuntarily.

One analysis indicates that

there are at least 16 ways in which the election can be

involuntarily terminated, most of which could be avoided with

proper planning, but which can have disastrous tax results if
overlooked.

This is a particular hardship on the smaller business

which does not have available the highly competent professional

talent necessary to police the election.
Therefore, we agree that there is a need for substantial
revision of the Subchapter S election rules in order to make them

of more general benefit to those for whom the election was intended
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Proposed Approach

In general., we believe that the proposal resulting
from the Joint study undertaken by the Treasury Department and
the Committee on Partnerships of the American Bar Association's
Section of Taxation presents a very useful approach to the

problem.

We are in agreement with the basic aim of taxing

Subchapter S corporations as much like partnerships as is
possible in view of their hybrid nature and with the intended

result of removing the undesirable restrictions and complications

which have been barriers to those who are aware of them and

traps for those who are not.
The comments in the remainder of this statement are

intended to set forth what we believe would be desirable
modifications of the proposed plan.

They should be read in

this light and in the light of our belief that the goals of a

less complex structure and less drastic results from in
advertent misapplication of the rules are of such importance

that the proposals should receive the prompt attention of the
Congress.
Taxable Year of Electing Corporations

The proposal includes a general rule that all Sub

chapter S corporations adopt a calendar year.

Exceptions

are provided where the taxable year of all shareholders
owning more than 10 percent of the stock is some other year or if

a business purpose for a fiscal year can be shown.
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may have arisen as a result of the right to adopt a taxable

year other than the calendar year.

However, we believe the

proposal is undesirable for two basic reasons and that possible
abuses can be curbed by a rule that is much less rigid.
In the first place., this proposal accents an
undesirable trend toward a uniform year end for all taxpayers.

The Internal Revenue Service has put substantial emphasis on

early filing of individual returns and has made it difficult
for taxpayers to obtain extensions of time within which to

file their individual income tax returns.

An important

reason for needing extensions has been the inability of tax
payers to obtain information regarding their share of income

from nontaxpaying entities.

This includes distributive shares

of income from trusts and estates., distributive shares of

income from partnerships., as well as shares of income from

Subchapter S corporations.

A part of the reason for the delay

in accumulating this information is the demand on the account

ing profession in closing the books and preparing the necessary
information returns for the nontaxpaying entities.

If a

taxable year ending at some time other than the calendar year

end is permitted., the task of accumulating the required
information and thereby facilitating the preparation of the

individual owner's return can be more efficiently performed.
The second basic reason for our opposition to the
proposed rule is that its adoption could create severe economic
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It could automatically terminate

an existing Subchapter S election when a new stockholder

acquires an equity interest and his year end is different

from the other shareholders.

Thus, both the remaining share

holders and the new stockholders would be penalized unless the

new stockholder would elect to change his fiscal period.

It

may very well be that such a change would work a hardship on

the new stockholder, yet he might be required to change in

order to protect the existing election.

This requirement

would be particularly onerous for a stockholder in more than
one electing corporation.

The present rules governing partnerships permit a

fiscal year on the showing of a good business purpose.

This

is similar to the proposed rule for electing corporations.
Nevertheless, current Internal Revenue Service policy is to

limit partnership fiscal years to those ending no more than
three months before the calendar year end.

(Service and

investment partnerships are permitted only a calendar year

end.)

In applying this policy., the Service requires that any

benefit from the change be spread over a ten-year period and
that there be double reporting of income in the year of change.

(The income for the remainder of the old year is reported
both in the year of change and the following year, and is
then allowed as a deduction over a ten-year period.)

While

this is a somewhat harsh approach, it does permit obtaining
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to be desirable.

Further, the effect on the revenue is spread

over a substantial period of time, which should minimize possible
tax benefits from the change.

The Service has permitted banks and trust companies
to change fiscal years for trusts as to which they serve
as trustee or co-trustee, provided certain restrictions on

deferral of income are met.

We believe that this is a

desirable procedure and should be reflected in the statute

governing Subchapter S corporations.
Another factor suggestion that electing corporations
be permitted more leeway than partnerships in selecting

taxable years is that a partnership can be formed in a much

more casual manner.

There are generally additional business

reasons for forming a corporation and it is more difficult
from a tax standpoint to move out of the corporate form.
Character of Income and Deductions

The memorandum covering the proposal indicates

that, except for capital gains, items of income and loss would
not retain their separate character in the shareholders hands.
This is the rule under present law, but it represents an

undesirable departure from partnership rules.

The deduct

ibility of charitable contributions, for example, is limited

to percentages of income,both at the corporate and individual
levels.

If the deduction is permitted the corporation, but
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shareholders, an obvious opportunity to avoid the limitations

on charitable contributions of individuals would arise.

If,

on the other hand, corporate taxable income is considered to
be eliminated because of taxability to the shareholders, the

result will be that no charitable contributions will be made

by electing corporations.
Foreign taxes paid or incurred by the corporation
should also retain their character in the hands of the share

holders in order to permit proper claiming of the foreign
tax credit.

It appears that pass-through of the investment

credit is contemplated.
We believe that treatment of the partnership items
as having the same character in the hands of the partners
has worked well.

We suggest that it be retained for Subchapter

S corporations.

Retirement Plans
The proposal provides for a change in the treatment

of payments to retirement plans on behalf of employees of

electing corporations who own (directly and through attribution)
any time during the taxable year more than 10 percent of the stock.
The proposed change would tax the employee currently on

amounts contributed on his behalf in excess of 10 percent of the

employee's earned income, or $2,500, whichever is less.

This,

of course, is intended to provide treatment similar to that
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of partners under self-employed retirement plans, the so-called
"H. R. 10" rules.

As previously stated, we strongly support the
objective of achieving similarity of tax treatment as between
shareholders of electing corporations and partners of partner

ships.

If parallel treatment of retirement plans is required

to attain this goal, we believe it would be acceptable.
However, we feel that the rules governing self-employed

retirement plans presently are overly restrictive and that a
change to align the treatment of electing corporations with
them would be a move in the wrong direction.

Rather, we

urge that the rules governing self-employed retirement plans
be amended to make them more nearly comparable to those

covering corporate executives.
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TAXATION OF UNEARNED INCOME AND
ALLOWANCE OF DEDUCTIONS FOR ESTIMATED EXPENSES

Legislative History
In 1954 the President requested that tax account
ing be brought more nearly in line with accepted business

accounting by allowing prepaid income to be taxed as it
is earned rather than as it is received, and by allowing

reserves to be established for known future expenses.

On

the basis of this recommendation, the Internal Revenue Code

of 1954 contained Section 452, permitting the deferral of

prepaid income and Section 462, providing for reserves for
estimated expenses.
Within seven months after the effective date of
the Internal Revenue Code of 1954, the Secretary of the

Treasury requested the repeal of Sections 452 and 462,

stating that many taxpayers were planning to use these pro
visions to defer income and create deductions in excess of

anything contemplated at the time they were proposed.

The

requested repeal of these sections was accomplished by

Public Law 74, approved on June 15, 1955.
In reluctantly agreeing to this action, the Senate

Finance Committee referred specifically to the testimony

of a witness representing the American Institute of Certified
Public Accountants during previous hearings on the bill pro

viding for the Internal Revenue Code of 1954.

This witness

expressed the opinion that the revenue loss from these
provisions would be greater than the original Treasury
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estimates and suggested a three-year transition period.
Instead, the Senate Finance Committee amended Section 462
to limit estimated expenses to those which could be taken
into account in the discretion of the Secretary of the

Treasury.

The House conferees accepted this amendment and

it became part of the 1954 Code.

It was the opinion of the

Finance Committee -- not shared by the Secretary -- that this
amendment gave the Secretary of the Treasury the authority
to require the spreading of the transition adjustment over

an extended period of years.

When it reported favorably

the repeal of Sections 452 and 462 (Senate Report No. 372,

84th Cong., 1st. Sess. CB 1955-2, pp. 858-861) the Finance
Committee emphasized that it expected to report out legisla
tion dealing with prepaid income and reserves for estimated

expenses at an early date and stated its intention to begin
studies in the near future to devise proper substitutes for
the sections being repealed.

The Ways and Means Committee

had also stressed the desirability of conforming tax account

ing to business accounting and instructed the staff of the
Treasury Department and the staff of the Joint Committee on
Internal Revenue Taxation to make studies of these accounting
problems in an effort to provide conformance of tax and

business accounting without the traditional revenue loss.
(House Report No. 293, 84th Cong., 1st Sess. CB 1955-2,

p. 854.)
Except for dealing with the prepaid subscription

income of publishers (Section 455 of the Code, enacted by
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Section 28(a) of the Technical Amendments Act of 1958) and the

prepaid dues income of certain membership organizations

(Section 456 of the Code, enacted by Public Law 87-109, 1961),
the matter has remained dormant since 1955, presumably
because of the effect upon the revenues.
Since 1964, however, the Internal Revenue Service

has been employing a transitional technique with respect

to changes of accounting methods which has been satisfactory
to Government and taxpayers alike.

It consists of spreading

the transitional adjustment ratably over a 10-year period.

During the past year there has been a significant
and widespread increase in efforts on the part of Internal

Revenue Agents to tax advance payments and deposits of
almost every nature, without regard to the matching of related

costs and without regard to whether such advances are refund

able.

Areas where adjustments have been proposed include:

advance payments and deposits in connection with the pur
chase of tangible property (machinery, equipment, etc.); pro
gress payments in advance of completion of work under long

term construction contracts; common year-end situations
where payments are received just before year-end for goods
to be shipped just after year-end; gift certificates; lay

away sales; receipts for goods not yet manufactured nor on

hand; due bills; etc.; and advance payments and deposits for

various other goods and services, such as research projects,
advertising, fuel oil service contracts, advance ticket sales,
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franchise prepayments, student food tickets, graduation
rings, cap and gown rentals, etc.
These activities by Revenue Agents have been
encouraged by a series of court cases, the most recent of

which are Hagen Advertising Displays, Inc., 47 TC 139 and

S. Garber, Inc., 51 TC No. 72, wherein the Court sustained

the Commissioner in taxing gross receipts from the sale of

goods rather than the gain from such sale, a position
diametrically opposed to the position taken earlier in

Veestra & DeHaan Coal Co., 11 TC 964.

While the Circuit

Court of Appeals for the 6th Circuit has questioned the pro
priety of the philosophy expressed in the Hagen decision,

it nevertheless affirmed the action of the Tax Court.
The Tax Court has repeatedly disallowed the accrual

of future expenses or, alternatively, the deferral of income

in an amount necessary to offset the future cost of fulfill
ing future contractural obligations incurred with respect

to earning prepaid income.

In William 0. McMahon, Inc., 45

TC 221, a case in which the taxpayer was obligated to furnish

future supplements to its loose-leaf service without addi
tional remuneration, the Tax Court stated:

"This case presents another example of
the difficulty inherent in determining when

receipts are to be recognized as income for

Federal tax purposes.

It emphasizes the

divergence between prescribed tax treatment

and generally accepted accounting principles.
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Yet, the distinction is now beyond serious

challenge, and further granting of the
deferral privilege to limited groups other

than those specified by Congress in Sections

455 and 456 of the Code must await further

congressional action."
We believe that the result of the Hagen and Garber decisions

is grossly unfair in that Regulations Section 1.471-1 requires
the inclusion in inventory, and hence the exclusion from

cost of goods sold, of all goods to which title has not passed

to the customer.

Thus, taxpayers are denied the right to

offset against advance payments even the costs actually
incurred in the performance of the contracts.

Now that Congress is considering major tax reform,

the time is appropriate for carrying out its avowed intention

of bringing tax accounting more nearly in line with accepted
business accounting.
Unearned Income
One of the basic principles of accounting is that

income is validated by the delivery of goods or services

accompanied by the receipt of cash or a claim for cash.
Clearly, equity dictates that a business should not have to
pay tax on money which is received but not yet earned, that

is, where such receipt is burdened with an obligation to
render services or to deliver goods beyond the taxable year
of the receipt.
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Notwithstanding these considerations of account
ing theory and equity, the courts have chosen to tax

advance payments for both goods and services under the

"claim of right" theory, and have extended that theory to
embrace refundable deposits which are not sequestered in a
trust fund.

To further compound this inequity, the courts

have refused to permit taxpayers to offset against advance

payments for goods either (1) the costs incurred as of year

end to produce the goods for which the advance payments

were made or (2) the estimated cost to complete such goods.
The courts have taken this position despite the well-

established statutory concept that "gross income" is deter
mined after the deduction of the cost to acquire or to
manufacture the goods which are sold.

The Code should be amended to permit taxpayers

on the accrual basis to defer the accrual of receipts which
carry a definite liability to furnish goods or services in

the future.

We see no necessity for a requirement as to any

particular length of time subsequent to the end of the tax

able year in which the liability to perform must be satis
fied.

If a maximum deferral period is considered necessary,

it should not be less than five years.
Taxpayers should be permitted the option of elect

ing the deferral treatment as to classes of unearned
receipts.

This would permit immaterial items to be treated

on a nondeferred basis.
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Estimated Expenses
For taxpayers on the accrual basis, another basic

accounting principle concerns the matching of deductions
and expenses of a fiscal period with the revenues applicable

to such period even when it is necessary to estimate the
amount of such deductions and expenses.

The Code should be amended to permit taxpayers on
the accrual basis to accrue for tax purposes reasonable

additions to reserves for liabilities to customers, to

employees, and for multiple injury or damage claims. Pro

vision for estimated liabilities to customers would include,
for example, liabilities for cash and trade discounts, adver
tising allowances, allowances for defective merchandise,
product warranties, etc.

Liabilities to employees would

include, among other things, liabilities for vacation pay
ments (now covered on an interim basis), workmen’s compensa

tion claims, etc.

(We do not propose any basic change in the

provisions of Section 404 relating to plans involving the

payments of deferred compensation, except that clarification

is needed to insure that payments to an irrevocable trust
will become deductible to the employer-payor at such time

as and to the extent that an employee or employees acquire
nonforfeitable rights thereunder.)

Liabilities for multiple

injury and damage claims should be restricted to the poten

tial liability on an estimated basis arising out of events
which happened before the close of the taxable year of the

taxpayer.
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Taxpayers should be permitted the option of elect

ing

to deduct additions to reserves for estimated expenses

on an item-by-item basis.

This would permit taxpayers to

deduct only those estimated expenses which are substantial

in amount and which clearly fall within the ambit of this

proposal.
Transitional Adjustment

In order to provide a reasonable transition which

minimizes the unfavorable effect upon tax revenues, tax

payers electing to defer the reporting of income or to
claim deductions for additions to reserves for estimated
expenses should be required to effect the transitional adjust

ment ratably over a ten-year period.

Thus, a taxpayer electing to defer income would

in the first year of the election (and in each of the
succeeding nine years) deduct one-tenth of the total amount
previously accrued which will be duplicated by future accruals.
Similarly, a taxpayer electing to deduct estimated
expenses would in the first year of the election (and in

each of the succeeding nine years) deduct one-tenth of the
estimated reserve necessary at the beginning of the election

year plus or minus any adjustment to the reserve at the end
of the taxable year in question.
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The cost of purchased goodwill, trademarks, trade names,
secret processes, formulae, licenses, and other similar intangi
ble assets should be amortizable over a stated period fixed

by statute to the extent that such items are not otherwise

deductible under other sections of the Internal Revenue Code.

When certain intangible assets are developed the costs:
1.

May be deducted as paid or incurred, or at the

election of the taxpayer, amortized over a period of not less
than 60 months if the expenditures are research and experi
mental expenditures (Section 174).

2.

May be amortized over a period of not less than

60 months if the expenditures are in connection with a trade
mark or trade name (Section 177).

It is inequitable to treat the costs of intangible
assets purchased by a taxpayer differently from those incurred

in the development of intangible assets.

A taxpayer who

purchases certain intangible assets can amortize their costs

if a definitely determinable life can be established for

them or, failing that, upon proof of abandonment of the asset.
For various reasons it may be difficult or impossible

to demonstrate with reasonable certainty either a definitely
determinable life or abandonment .

The difficulty is complicated

further where the value of intangible assets is subject to erosion
from various causes, such as changes in technology, obsolescence,
changes in public buying habits, deterioration of business condi
tions in geographic areas, or other shifts in social and business
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Many court decisions and IRS rulings have held that

no amortization is allowable in these circumstances because

the total useful life of the intangible asset cannot be estimated,

even though its value obviously was impaired.
The House Ways and Means Committee Report (Report No 1337

83rd Congress, 2nd Session) which accompanied H.R.8300 stated
that one of the reasons for the enactment of Section 174 was to

"eliminate uncertainty and to encourage taxpayers to carry on
research and experimentation."

Equally important reasons exist

for encouraging the mobility of capital by providing that tax
payers who purchase intangible assets (which resulted, in most

instances, from expenditures by the seller which were deductible
under Section 174 or 177) should be permitted to amortize those
costs over a reasonable period of time.

The Code should be amended to provide that the cost of

all purchased intangible assets such as those listed above

should be amortizable:

1.

Over the actual life of the intangible asset
if a definite life can be determined; or

2.

If a definite life cannot be determined, over
a period of 120 months or, at the election of
the taxpayer, a longer period.

Section 1245 should provide, if it does not now do so,
for recapture of amortization claimed when the intangible assets

are sold or otherwise disposed of in a transaction covered by

Section 1245.
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DEDUCTION FOR PRELIMINARY INVESTIGATION
OF BUSINESS OR INVESTMENT OPPORTUNITIES

Prior to 1957 the Internal Revenue Service followed

I.T. 1505 (I-2 CB 112) in permitting a. deduction for expenses
incurred in determining whether or not an investment should be

made.

The ruling held that such an investigation constituted

a transaction entered into for profit and that upon abandonment

of the enterprise the expenses incurred became a loss deductible

in the year of abandonment.
I.T. 1505 was based upon Section 214(a)(5) of the

Revenue Act of 1921 and the related regulations.

This section of

the 1921 Act corresponds to Section 165(c)(2) of the Internal

Revenue Code of 1954, which allows a deduction by individuals for

"losses incurred in any transaction entered into for profit,
though not connected with a trade or business...."
Revenue Ruling 57-418 (1957-2 CB 143) revoked I.T. 1505

after reviewing the history of the application of the rule and
established a new rule that "a loss sustained during a taxable
year with respect to expenditures incurred in search of a. prospec
tive business or investment is deductible only where the transaction
has actually been entered into and the taxpayer abandons the project."

Expenditures made in connection with a. preliminary

investigation of business or investment opportunities should be
deductible even if a taxpayer abandons the prospective project
before entering into a material amount of activity in connection

with it.

Such preliminary expenditures should be equivalent to
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those which are admittedly deductible where the taxpayer has
engaged in material activity.

See Charles T. Parker, 1 TC 709,

distinguished by the IRS in Revenue Ruling 57-418 (1957-2 CB 143).
There appears to be no equitable justification for

limiting the deduction of investigatory expenses to situations
where the prospective business or investment was actually entered
into and subsequently abandoned.

If a taxpayer makes a good

faith investigation of a business prospect which is clearly

identifiable and incurs expenditures reasonable and necessary
thereto then ordinary standards of equity and fair play should
permit deduction of those expenses.

The requirement of material

activity in the business before deduction of those expenses is
permitted, places an arbitrary and unbusinesslike burden on
individuals interested in development of new economic opportunities.

Numerous businesses are presently subject to licensing
by regulatory agencies.

Disallowance of expense incurred in

investigation and application for authority to engage in such a
business, where such licensing is ultimately denied., creates an
undue hardship upon the individuals so applying.

In these and

other instances, the existing "ordinary and necessary expense”

requirement of Section 212 of the Code is ample protection
against the deduction of expense inherently personal in nature
as contrasted to those expenditures intended to promote, create
or benefit business activity.
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There are two aspects of this problem:

first, the

deductibility of the expenses of securing specific employment
and, second, the section under which the expenses should be
deductible.
The deductibility question received considerable

attention when Revenue Ruling 60-158 (1960-1 CB 140), holding

fees paid to employment agencies by employees nondeductible,
was published and subsequently revoked by Revenue Ruling 60-223

(1960-1 CB 57).

The latter ruling states that IRS "will continue

to allow deductions for fees paid to employment agencies for
securing employment" but does not mention other expenses in
connection with securing employment.

The same compelling reasons

for the change in the Service's stand with regard to employment

agency fees justifies the deductibility of other similar expenses.
When a search for employment is unsuccessful, the

expenses should also be made specifically deductible.

(See Francois

Louis, TC Memo, 1966-204, which holds that employment agency fees

incurred in an unsuccessful employment search were not deductible.)
The economic status of an unemployed taxpayer is usually at a. low

point.

It is equitable that expenses incurred in seeking employ

ment at such a time be deductible.

Expenses incurred in connection with the search for
employment are within the concept of business expenses of Section 162
and should be so treated.

In Revenue Ruling 55-600 (1955-2 CB 576)

- 117 -

the IRS expressed this concept by saying, "Salaries and fees
received by a taxpayer as compensation for services rendered

represent income from a trade or business...."

This ruling

followed the Tax Court's decision in Joe B. Luton, 18 TC 1153.
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DEDUCTION FOR EXPENDITURES OF ORGANIZATION
AND REORGANIZATION

Section 248(a) provides that organizational expenses
may, at the election of the taxpayer, he amortized over a period

of not less than 60 months to be selected by the taxpayer.

The

regulations require that this election be made in the return for

the taxable year in which the taxpayer begins business and that
all of the expenditures subject to the election be specifically

identified.
The election requirement of Section 248(a) constitutes

an unnecessary complication of the Code.

The deductibility of

an item should be determined by the nature of the item rather

than upon strict compliance with the requirements of an election.
Organizational expenses and expenses of a like or similar nature
should be deductible over a period of not less than 60 months

free of any election.
In addition, the deduction under Section 248 should be
expanded to cover stock issuance and reorganization expenses,

including the cost of stock registration and stock listing and

the cost of printing certificates whether for original issue,
stock dividends, or stock splits.

There should be no statutory

distinction between creating the legal corporate entity and its
reorganization or recapitalization, however accomplished, nor in
obtaining the capital with which to carry out the corporate
purposes initially or subsequently.
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Section 162 permits a deduction for "business expenses
while away from home on business trips.

The Internal Revenue

Service has consistently disallowed such expenses unless the
taxpayer is away from home overnight except where business

needs require that rest be obtained during released time.

Until 1968, the courts did not support the Internal
Revenue Service, stating, in effect, that the word "overnight"

does not appear in the Code and, therefore, has no application.
However, in 1968 the Supreme Court of the United States ruled
that daily trips not requiring rest or sleep are "not away from

home, " thus, business expenses incurred during such trips are not
deductible.

This decision disregards the basic economic fact

that an abnormal expense is incurred in many such situations.
Legislation should be enacted to make it clear that

the taxpayer is required neither to be away from home overnight

nor to rest or sleep to claim this deduction.

- 120 AVAILABILITY OF NET OPERATING
LOSS CARRYOVERS IN CORPORATE ACQUISITIONS

General Comment Carryover of Operating Losses

The whole structure of the Internal Revenue Code

as it relates to the taxation of corporations and stock

holders is founded on the proposition that the corporation
is a separate taxable person.

In this connection the concept

of "continuity of interest" has been understood as justifying

recognition of the identity of a corporate person despite

certain changes in its structure.

If continued recognition

of this concept is desirable, and it seems that it is, there
does not appear to be any justification for denying access

to carryover deductions except where changes of both owner
ship and business result in the creation of a new business
person.

Where stockholders have pooled their capital in a
corporation for the purpose of engaging in business for profit
but have sustained losses, it is illogical to assume that the

stockholders should not seek to recoup those losses by improv

ing the operations of the losing business or by engaging
in another business which might be more profitable.

If

the latter course is taken, and a new business is acquired,

the operating loss carryovers should be available as though
the recovery were from improved operations.
In the absence of a change of ownership sufficient to

interrupt the continuity of interest, the continuing tax identity
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To do otherwise

would be to place fiscal expediency ahead of reasonable tax
policy.
For the same reasons, continuation of the separate

corporate person should be recognized, as at present, when
there is a change of ownership but no significant change in

business activities.
When there is a significant change of business ac
tivities coupled with a significant change in ownership,
the

law should recognize that the effect is the same as formation
of a completely new taxable person and the carryover of loss

deductions in such circumstances should be denied.

Revenue Ruling 63-40 (1963-1 CB 46) is a step in the
right direction in that it provides that operating loss carry

overs will not be denied in instances in which a new business

is acquired and there is little or no change in stock.

The

conclusion is too narrow, however, and does not take care
of the other existing inconsistencies in the statutory sections

dealing with operating loss carryovers.

With certain modifications,
but within the present

basic structure of Sections 269 and 382, the foregoing objectives
can be attained.

The following recommendations are suggested

to accomplish that result.
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Carryover of Operating Losses Acquisition of New Businesses
Revenue Ruling 63-40 (1963-1 CB 46) indicates that
if a new business is acquired, and there is little or no change
in stock ownership during or after the period in which losses

were incurred, the corporation will not be barred from using
prior losses against the profits of a newly acquired business.
The ruling also states that if there is more than a minor change

in stock ownership of a loss corporation which acquires a new
business enterprise, the Service may continue to contest the

deductibility of the carryover of the corporation's prior losses
against the income of the new business enterprise.

It should be made clear that carryover of operating

losses against the profits of a newly acquired business should

not be denied unless there is a change of 50 per cent or more

in the ownership of the company.
Acquisitions Through Reorganizations
Percentage Reduction Rules

There seems to be no basis for distinguishing between
a sellout accomplished by means of a taxable transaction and

one accomplished by a reorganization even though the selling
shareholders retain an interest.

In either case the "continuity

of business" test should be applied.

The alternative of allow

ing the carryover to remain in a subsidiary is necessary to

permit use of the loss against profits from a continuation of
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the loss corporation’s business even though the acquiring
corporation has other types of business.

"Continuity of Business" Test
The purpose of Section 382(a)(1) is to prevent new

owners from acquiring a loss company and using its loss against

profits from an unrelated business undertaken under the new manage
ment.

However, it also prevents new owners from discontinuing

or radically changing unprofitable lines of business and
hampers normal expansion and diversification of products or
services.

These effects are unreasonable and undesirable and

should be corrected.
A company in the electronic business, for instance,
which is manufacturing a device for a specific kind of measure
ment should be permitted to:
1.

Discontinue its manufacture when techno
logical changes make some other device
better.

2.

Add to its list of products devices for

any other kinds of measurement,
either
by the company's own research and de
velopment or through the acquisition of
an existing business.

Period Over Which Changes
in Stock Ownership Are Measured
Section 382(a) provides a period of time over which

a change in ownership is measured.

This period should be a
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uniform period, such as twenty-four months, and should not be
shortened merely because a taxpayer has a short taxable year.

Short years may arise from entering into or withdrawing from
a consolidated group or from a change in fiscal year, neither

of which should result in a reduction in the period of time
for testing changes in stock ownership.
Definition of "Purchase" B-Type Reorganization
At present, control of a loss corporation can be

acquired by another corporation issuing its own stock in a

reorganization that qualifies under Section 368(a)(1)(B)
without becoming subject to the restrictions on use of the loss

carryover contained in either Subsections (a) or (b) of Sec

tion 382.

This should not be permitted, and this type of

transaction should be brought within the provisions of

Section 382(a).
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RELAXATION OF REQUIREMENTS FOR
ADVANCE RULINGS REGARDING TRANSACTIONS
INVOLVING FOREIGN CORPORATIONS

Foreign Corporations - Transactions affecting
international commerce frequently require expeditious

handling.

To the extent that advance rulings are mandatory

to assure the application of nonrecognition provisions of
the Code, the Internal Revenue Service should be required to
respond within a reasonable period of time to requests for

such rulings.

Recent experience has indicated that rulings

under Section 367 have been delayed in many cases for six

months and longer--even where the Service has agreed to
expedite the cases.

These delays have resulted in expensive

hardships for taxpayers which are beyond their power to

control.
Section 367 provides that in determining the extent

to which gain shall be recognized in the case of any of the
exchanges described in Sections 332, 351, 354, 355, 356, 361
a foreign corporation shall not be considered as a corpora
tion unless, before such exchange, it has been established

to the satisfaction of the Secretary or his delegate that

such exchange is not in pursuance of a plan having as one of
its principal purposes the avoidance of Federal income taxes.
Sections 1491 and 1492, enacted at the same time

and for a similar purpose, provide that an excise tax of
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27½ percent shall be imposed on transfers of stock or
securities to a foreign corporation unless, before such
transfer., it has been established to the satisfaction of

the Secretary or his delegate that such transfer is not in
pursuance of a plan having as one of its principal purposes
the avoidance of Federal income taxes.

Notwithstanding the similarity of purpose and
structure of these sections. Section 1494(b) provides that

the tax otherwise imposed by Section 1491 may be abated,

remitted or refunded if after the transfer it has been estab
lished to the satisfaction of the Secretary or his delegate

that the prescribed tax avoidance purpose did not exist.

The

legislative history discloses no reason for withholding

similar relief from the impact of Section 367, which has been
and continues to be a trap for the unwary.
To correct this situation it is suggested that the

first sentence of Section 367 be amended as follows:
"In determining the extent to which gain shall

be recognized in the case of any of the exchanges

described in Section 332, 351, 354, 355, 356 or
361, a foreign corporation shall not be consid

ered a corporation unless it is established that
such exchange is not in pursuance of a plan
having as one of its principal purposes the

avoidance of Federal income taxes,"
Section 367, as it has existed since 1932,

apparently would require the securing of advance rulings
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from the Internal Revenue Service in connection with trans
actions which have relatively nominal impact upon persons
subject to our Federal income tax provisions.

For example,

the amalgamation of two United Kingdom corporations, one
percent of the stock of one of which was owned by U.S.
persons as portfolio investments, would presumably and
technically require advance clearance by the Internal Revenue

Service in order to avoid recognition of gain on the exchange
by such U.S. shareholders.

It is unrealistic to assume that

the U.K. corporations would, in such a case, assume the burden
of securing a Section 367 ruling or forbear the closing of

the transaction until Section 367 clearance could be obtained
for the benefit of those U.S. shareholders who might other

wise be subject to U.S. income tax in connection with the

amalgamation.

Moreover, the prevention of avoidance of

Federal income taxes, the stated purpose of Section 367, would
not appear to be involved in such a case.

Accordingly, it is further recommended that Section

367 be amended to provide that the existing provisions of
that Section shall have no application with respect to the

tax treatment of any of the exchanges described in Sections
354, 355 or 356 if the exchanging shareholders who would be
subject to tax under Subtitle A in the event the gain was
recognizable on such an exchange hold less than 10 percent
of the stock.
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ESTATE AND GIFT TAXES

1.

Adequacy of the Present Marital
Deduction and the Proposed
Unlimited Marital Deduction

We favor the proposed unlimited marital deduction
over the existing fifty percent marital deduction because it
will bring greater equity into the tax law, because of its
flexibility and because it will eliminate much of the present
complexity and controversy relating to the transfer of a
"terminable interest"by permitting a transfer of current benef

icial enjoyment to qualify.
It was the original intention of Congress that the
marital deduction would serve as the vehicle for placing

decedents who resided in common-law states on a parity with de
cedents who resided in community property states.

This parity

was to be achieved by the granting to all taxpayers of the
estate-splitting advantage otherwise available only to residents

of community property states.

This equalization of the estate

tax burden, however, is not entirely achieved due to the inter
play of progressive estate tax rates.
For example, a husband in a common-law state possesses

separate property valued at $1,000,000, while his wife possesses
separate property valued at $500,000.

If the husband were to

predecease the wife,a marital deduction of 50 percent of his
adjusted gross estate would be allowed.

Without considering any
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of the allowable deductions, credits, or exemption, the estate
tax on the husband’s estate would approximate $154,700.

Assum

ing that the property in the husband's estate was not consumed

prior to his widow's death, her gross estate would be $1,000,000.
Again without considering any of the allowed deductions, credits,

or exemption, the estate tax on her estate would then be $325,700.
The total estate tax paid on both estates would be $145,700

plus $325,700 or $471,000!

However, the estate tax which would

be paid on both estates assuming that the decedents were residents

of a community property state would be $466,400, which is computed
on $750,000 of gross estate for each decedent. Thus, the marital
deduction does not fully achieve equalization, as the tax paid

by the residents of the common-law state exceeded by $5,000
the tax which would have been paid had they been residents of a
community property state.

This lack of equalization is especially evident when
the spouse with the smaller estate dies first.

If the wife in

the above example were to predecease her husband in a common-law
state, the tax on her estate would approximate $65,700.

Upon

the subsequent death of the husband, the tax on his estate would

be $423,200, or a total for both estates of $488,900.

Again,

the marital deduction did not achieve the desired parity, for
the tax burden on the estate of the common-law state residents

would exceed the estate tax of the community property state

residents by $22,500.
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When the husband dies, the earning power of the

family is usually drastically reduced.

Thus, the estate tax

laws should be designed to lessen the burden upon the heirs.

The marital deduction provision introduced into the Code in

1948 was a step toward that goal, but the ultimate goal has
not yet been achieved.

The unlimited marital deduction should be an
integral part of any tax reform measure.

Treasury’s proposal in this regard.

We approve the

It is our understanding

that the proposed 100 percent marital deduction would apply
as well to property which by reason of local law passes directly

to the heirs, but which is subject to the usufruct (in Louisiana)

or life tenancy (in common-law states) of the surviving spouse.
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2.

Additional Tax on GenerationSkipping Transfers
We are opposed to the proposed penalty "substitute”

tax on generation-skipping transfers.

This proposal is not only

undesirable from a conceptual standpoint but its suggested
implementation is so complicated and complex as to make it

completely unacceptable.

We do not agree with the theory expounded in the

Treasury's background material that a generation-skipping
transfer, either outright or in trust, accomplishes substantially

the same result as a transfer from one generation to the next

and,therefore, should be taxed the same.

The intervening

generation admittedly avoids tax on such transfers, but this
is rightfully so because it does not in fact receive the
property.

Contrary to the Treasury’s contention, a trust distrib

uting its income to the intervening generation is not the same
as an outright gift of trust corpus to that generation and

should not be taxed as if it were.
We believe that whatever advantages may have

been obtained from making such generation-skipping transfers
in the past will virtually be eliminated by the proposed unif

ication of the estate and gift taxes.

This unified transfer

tax will automatically place the heaviest tax burden on the
largest estates, regardless of when transfers are made.
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We are also opposed to this proposal because it tends

toward the inheritance tax concept which imposes varying rates

depending upon the relationship of the recipient of the property.
We do not believe this feature is desirable or consistent with

the basic principles of a Federal estate tax.

Moving from the conceptual aspects, we find the applic
ation of the plan nothing short of appalling.

A study of

example 2 on page 397 of the Treasury proposals will demonstrate
the extreme position advocated by the Treasury.

In a conventional

fact situation., a grandfather makes a net lifetime transfer of

$50,000 to his grandchild at a time when he is in the 40 percent
transfer tax bracket. Itisalmost inconceivable that this could

be construed as being a total taxable gift of $149,122.80 on
which he would be required to pay a transfer tax of $59,649.12.

Nevertheless, this is the result suggested in the example as

being correct.
The "gross-up” feature of this proposal produces most

of the complications.

Not only is this feature overwhelmingly

complex., but we believe that conceptually it is undesirable
because it eliminates what little incentive may remain for an
individual to make lifetime transfers.

If the unified transfer

tax is adopted and the transferor is required to "gross-up”

his lifetime gifts, he might just as well delay the transfer

until his death because the total tax that will eventually be

paid will probably be the same.

Further complexities in this proposal arise because
of the election available to the transferee’s parent to assume
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the transfer tax liability even though he never owned an interest

in the property transferred.

The administrative complications

of enforcing this entire proposal are almost too formidable to

contemplate.
We do not favor the Treasury proposal.

It is undesirable

from a conceptual standpoint and its suggested implementation
is so complicated and complex as to make it completely un

acceptable .
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Unification of Estate and Gift Taxes

We concur in the Treasury recommendation that the

dual tax system for transfers., gift and estate., be replaced by
a unified transfer tax system.

This concurrence is based on

the premises that current rates are reduced substantially, the
exemption for tax-free transfers is increased., and the steeply
progressive rates for the small and medium-sized estate is

substantially lowered.
Lifetime gifts are essentially an accelerated form

of estate disposition, taking the place of testamentary transfers.
In practice, however, the separate gift tax rate schedule has

operated in a fashion to encourage lifetime transfers only
because of tax considerations, with frequently unanticipated

non-tax problems resulting.

Moreover, all too often, lifetime

gifts have served only to take the place of testamentary
disposition at a bargain rate.

Requirements of family needs and security preclude
all but a small portion of the small and medium estate owners
from effectively transferring large sums during life subject

to the preferential gift tax schedule.

Since small and medium

sized estate owners (having gross estates before deductions

of $500,000 and under) provide approximately one-third of all
estate tax collections and statistically transfer an insignificant

portion of their estates through taxable lifetime gifts, it
follows that the separate gift tax schedule has been utilized
by and been a benefit primarily to the substantial estate owner.
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Apparently the annual donee exclusion has been sufficient

impetus and supplied a reasonable available range for lifetime
giving by the nonaffluent.

Preserving the annual donee exclusions,

together with lowering the transfer tax rate schedule (especially

a revision to one which progresses at a slower rate in the
lower brackets) should provide sufficient incentive to the

entire range of estate owners to accomplish their desires

for lifetime giving without substantial adverse tax impact.

Although we approve the general proposal fora unified
estate and gift tax we do not believe the proposed $60,000

exemption to be adequate.

The main purpose of a transfer tax

is to "skim the top” of the waves of family wealth passing
to future generations.

Under existing law there has been

for the past twenty-five years a $30,000 exemption for the

gift tax and a $60,000 exemption for the estate tax.

We

believe that the unified transfer tax exemption should be in

the amount of $100,000 because of the impact of inflation

during the last quarter century.

Such an exemption would

also relieve a multitude of small estates from most of the
burden of the complex provisions of the unified transfer tax.
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4. Proposed Lowering of the Rates
of Estate and Gift Taxes
We believe that it is both desirable and necessary
to reduce the estate and gift tax rates.

We do not believe,

however, that the Treasury’s proposal of a 20 percent reduc

tion in existing estate tax rates is sufficient in the lower

tax brackets applicable to small and medium-sized estates.
Gift tax rates and exemptions have remained intact

since 1943.

Estate tax rates and exemptions have been unchanged

since 1942.

Since that time the consumer price index has in

creased 150 percent.

Stated differently, today intrinsic

asset values and the exemptions are approximately 40 percent

of what they were in the early 1940s.

The increase in the

price index level has resulted in estates of a small size

being taxable at transfer tax rates never intended when the
rate structure became effective.

A taxable estate before exemption of $160,000 in
1943 was subject to a net U.S. estate tax of $20,140, or an

effective overall rate of 12.6 percent.

Today that same tax

able estate before exemption would be valued in terms of 1943

dollars at approximately $400,000 and the net estate tax

thereon would be $94,100, an effective overall rate of 23.5
percent.

Thus the increase in taxes, without a rate change,

has been 86.5 percent based on true purchasing power.

A

similar increase in effective taxation based upon purchasing
power of the dollar has applied to gift taxes.
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In addition to the substantial impact inflation has
had on the effective rate of gift and estate taxation over the
last quarter century, consideration must be given to the quickly

accelerating rates currently applicable to the small and medium
size estates.

The 20 percent reduction proposed by the

Treasury is not sufficient to correct the steep progression now

existing for taxable estates aggregating from $5,000 to

$250,000.

The fact that 30 percent of estate tax revenues are

derived from estates whose assets are valued at less than
$500,000 (the taxable estates would be significantly lower
after reflecting debts, expenses and the marital deduction) high

lights the unfairness of the steeply progressing initial tax bracket.

We believe that all of these tax rate adjustments should
become effective immediately and not spread out over a ten-year

period. This is especially important if a unified transfer tax
system is implemented.
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5. Taxation of Appreciation of Assets
Transferred at Death or by Gift

We disagree with the Treasury’s proposal to subject

to capital gain tax the unrealized appreciation in assets

transferred at death or by gift and to subject to tax as ordinary
income items of earned but unreported income at death.

This

proposal stretches the concept of "income" far beyond its

commonly accepted meaning.

If there is to be a change in existing law, we
suggest that the income tax basis of the property to the decedent

be carried-over to the transferee, just as is now the general

rule with respect to property transferred by gift during life.
We submit that one does not realize even a transitory
increase in wealth at the time of a gratuitous transfer of

appreciated property, let alone income that should be subject
to the income tax.

Essential to the accounting rules relating

to the recognition of income is a sale consummated with a

second party, generally by a taxpayer free to act or not as he

chooses.

The Internal Revenue Code has relief measures for

those forced involuntarily into certain income, thus recogniz
ing to some extent the inherently voluntary nature of taxable

"income.”

While it may be argued that a gift is a voluntary

act, the act of giving is hardly compatible with the realization

of income as usually conceived.
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We believe that severe economic impact and unfairness
would result if a transfer by lifetime gift or on death are

considered to be a sale or exchange, i.e., a triggering of a
taxable event.

The Treasury's remedy, the use of an installment

mechanism or temporary deferral if the unlimited marital pro
vision is availed of, does not face up to the problems created.

First, assuming that a unified transfer tax system

is adopted, a tax on appreciation when a lifetime transfer is
made will provide a second and even more substantial detriment
to lifetime giving which otherwise may be completely non-tax

motivated.

Second, a potential trap, the proposed unlimited

marital deduction, is being forced upon the estate owner as the

only available avenue of escape.

The substantial merits of a

flexible marital deduction is thus subverted since dispositions

to the surviving spouse may not be completely voluntary but

based substantially on the impact of taxes, with the resulting
inequity to other objects of the decedent's bounty.

Third,

there is an inherent unfairness in taxing sums which have
appreciated or were earned over a period of time in one taxable
year.

In fact, there is a built in bias against the small and

medium estate owner (and preferential treatment is given the
large estate owner who must pay the maximum capital gains tax

regardless) whose capital gains on appreciation will, in many cases,
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be subject to the maximum tax at death in an amount far greater

than that which would have occurred on a phased basis of sale
during life, or for that matter, far in excess of the estate

tax liability itself.
We believe that a far preferable method of preventing

the avoidance of capital gains tax on the difference between
the cost or other income tax basis of property and its value at

date of death, is to follow the existing Internal Revenue
Code provisions applicable to property transferred by gift

during life.

Income tax is not levied presently on unrealized

appreciation in the value of the "gifted” property.

Rather,

the donee is required to "carryover” the donor's basis of
the property.

Thus the transferee of property of a decedent

should be able to "carryover” the decedent's income tax basis

of the property.

Income would only be taxed when the property

is sold or exchanged by the transferee.

The gain realized

would be determined by the difference between the amount realized

on such disposition and the ”carried-over” basis of the property.
To achieve an equitable transition

to the new rules, it would

seem appropriate to allow a substituted basis for property
held by a decedent on the date of enactment equal to the

fair market value at such date.
Taxation of items of earned income in the year of

death poses an even more significant injustice than the tax
on unrealized appreciation of property on death.

If unpaid

bonuses, deferred compensation and other items comprising
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"income in respect of a decedent", as currently defined., are
taxed in a decedent’s final return., a severe problem of bunching

occurs.

The ability to pay the tax in installments likewise

does not reduce the excessively harsh impact of taxing often

pyramided items at ordinary income rates all in one year, often
long before the items are reduced to cash.

We believe that a much better solution to this
problem is to revise the present method of taxing "income in

respect of a decedent."

Simply stated, we propose that an

estate tax deduction be allowed to reflect the income tax

liability the decedent would have incurred had the income been
realized in his final return (subject to a five-year average

tax rate) .

Further, we would impose an income tax liability

on the recipient of the "income in respect of a decedent"
when it is received,, based on the lesser of his effective income

tax rate or that of the decedent had he received such sums in
his final tax return.

